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Executive  Summary 


In  this  fifth  annual  report,  the  Prospective  Payment 
Assessment  Commission  (ProPAC)  presents 
17  recommendations  to  the  Secretary  of  the  De- 
partment of  Health  and  Human  Services  (HHS)  on 
ways  to  update  and  improve  the  Medicare  prospec- 
tive payment  system  (PPS)  for  fiscal  year  1990. 
The  recommendations  reflect  the  collective  judg- 
ment of  ProPAC 's  Commissioners  about  issues  of 
substantial  importance  to  beneficiaries,  hospitals, 
and  the  Medicare  program. 

The  Commission  offers  these  recommendations 
to  comply  with  its  statutory  mandate  and  to  con- 
tribute to  an  informed  and  open  debate  about 
hospital  payment  policy  under  PPS.  The  recom- 
mendations were  produced  through  a  process  of 
agenda  setting,  information  collection,  analysis, 
and  deliberation  that  has  continued  since  the  publi- 
cation of  the  Commission's  report  to  the  Secretary 
in  March  1988.  The  proposed  changes  are  neces- 
sary, in  the  Commission's  view,  to  maintain  access 
to  high-quality  health  care,  to  encourage  hospital 
productivity  and  cost-effectiveness,  and  to  permit 
the  adoption  of  innovative  and  appropriate  techno- 
logical change.  The  following  major  areas  are 
addressed  in  this  year's  recommendations. 

Updating  PPS  Payments-The  Commission  rec- 
ommends an  average  increase  in  the  level  of  PPS 
prices  of  4.9  percent  for  fiscal  year  1990.  This 
would  provide  an  increase  of  5.0  percent  for  hospi- 
tals in  large  urban  areas,  4.5  percent  for  hospitals 
in  other  urban  areas,  and  5.6  percent  for  rural 
hospitals. 

The  update  factor  recommendations  combine 
several  components.  The  largest  is  the  PPS  market 
basket,  which  is  used  to  estimate  inflation  in  the 
prices  of  goods  and  services  purchased  by  hospi- 
tals. At  the  time  the  Commission  developed  its 
recommendation,  the  market  basket  was  forecast  to 
increase  5.7  percent  in  fiscal  year  1990.  The  Com- 
mission also  recommends  a  positive  adjustment, 
currently  estimated  at  0.6  percent,  to  correct  for 
errors  in  the  fiscal  year  1989  market  basket  fore- 
cast. It  is  the  Commission's  opinion  that  any 
increases  in  hospital  spending  associated  with 


scientific  and  technological  advancement  should  be 
offset  by  increases  in  hospital  productivity.  There- 
fore, the  Commission  recommends  a  net  0.0  per- 
cent adjustment  for  these  factors. 

A  net  -0.7  adjustment  for  case-mix  change  is 
recommended.  This  adjustment  is  to  offset  the 
estimated  added  revenues  that  hospitals  will  receive 
during  fiscal  year  1989  because  of  an  increase  in 
their  DRG  case-mix  indexes  (CMI),  which  is  not 
related  to  treating  sicker  patients.  The  Commission 
has  noted  in  past  reports  that  case-mix  index 
change  has  been  a  more  important  source  of  PPS 
revenue  increases  over  time  than  formal  annual 
updates  in  payment  rates. 

The  Commission's  recommendation  also  in- 
cludes a  -0.8  percent  reduction  to  the  standardized 
amounts  for  urban  hospitals.  This  is  the 
final  portion  of  a  three-year  phased  lowering  of 
rates  previously  recommended  by  the  Commission. 
It  accounts  in  part  for  the  difference  between  actual 
first-year  PPS  costs  and  the  payment  rates  for  that 
year.  No  reduction  is  applied  to  the  rural  standard- 
ized amounts  because  the  reduction  originally  rec- 
ommended for  rural  hospitals  has  already  been 
incorporated  into  the  payment  rates. 

Finally,  the  Commission  recommends  a  higher 
update  for  urban  hospitals  in  Metropolitan  Statisti- 
cal Areas  (MSAs)  with  more  than  1  million  peo- 
ple. Technical  changes  are  also  recommended  to 
the  structure  of  the  market  basket.  These  technical 
changes  give  more  weight  to  hospital  industry 
wages  than  the  market  basket  forecast  currently  in 
effect. 

Adjustments  to  the  PPS  Payment  Formula- 

The  Commission  proposes  an  adjustment  to  the 
PPS  payments  for  indirect  medical  education.  The 
Commission  recommends  lowering  the  indirect 
medical  education  adjustment  from  7.7  percent  to 
6.6  percent  and  returning  the  savings  to  the  stand- 
ardized amounts  for  all  hospitals.  In  making  this 
recommendation,  the  Commission  balances  two  fac- 
tors: a  recognition  that  current  analysis  has  shown 
that  a  decrease  in  the  adjustment  is  warranted,  and 
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a  serious  concern  for  the  financial  impact  of  a 
major  reduction  on  teaching  hospitals.  The  Com- 
mission also  recommends  further  review  and  study 
of  outlier  payment  policy. 

Data  Collection  and  Measurement-The  Com- 
mission urges  that  timely  and  accurate  data  form 
the  basis  for  PPS  payment,  and  recommends  sev- 
eral changes  that  reflect  this  priority.  The  Commis- 
sion reiterates  its  belief  that  the  Medicare  Cost 
Report  (MCR)  is  a  vital  source  of  information,  and 
urges  the  Secretary  to  initiate  developmental  work 
that  will  facilitate  further  use  of  the  MCR  as  a 
source  of  data  for  decision-making  purposes. 
ProPAC  proposes  continued  evaluation  of  improve- 
ments in  diagnosis-related  group  (DRG)  case-mix 
measurement  that  the  Secretary  has  under  way. 
Finally,  change  is  recommended  in  the  DRG  as- 
signment of  patients  with  Guillain-Barre  syndrome. 

Quality  of  Care-The  Commission  is  concerned 
about  the  impact  of  PPS  and  the  Peer  Review 
Organization  (PRO)  program  on  quality  of  care. 
ProPAC  urges  the  Secretary  to  undertake  a  compre- 
hensive synthesis,  analysis,  and  evaluation  of  the 
findings  from  PRO  review  activities.  The  Commis- 
sion is  particularly  concerned  about  the  adequacy  of 
the  PRO  generic  quality  screens. 

Rural  Hospitals-The  Commission  continues  to 
be  concerned  about  the  impact  of  PPS  on  rural 
hospitals,  especially  the  adequacy  of  payments  to 
small,  isolated  rural  hospitals.  The  Commission 
also  recognizes  that  the  Medicare  prospective  pay- 
ment system  cannot  solve  all  the  financial  prob- 
lems of  rural  hospitals.  ProPAC  therefore  recom- 
mends that  the  Secretary  continue  a  comprehensive 
research  and  policy  agenda  to  address  broadly 
financing  and  organizational  issues  concerning  ru- 
ral health  care. 

Ambulatory  Surgery  Payment-In  response  to 
congressional  mandates,  ProPAC  provides  its  views 
on  a  prospective  payment  system  for  hospital  out- 
patient surgical  procedures,  previewing  a  full  re- 
port to  Congress  in  April  1989.  The  Commission 
recommends  an  entirely  prospective  payment  for 
the  facility  component  of  hospital  outpatient  sur- 
gery. This  payment  should  result  from  a  blend  of 
current  costs  and  rates  and  be  updated  annually 
following  the  approach  used  under  PPS.  The  Com- 
mission also  recommends  that  the  methodology 


used  for  calculating  the  Part  B  beneficiary 
coinsurance  amount  for  hospital  ambulatory 
surgery  be  restructured.  This  would  assure  that 
coinsurance  is  20  percent  of  the  payment 
amount  described  above. 

PPS  AFTER  FIVE  YEARS 

The  report  summarizes  the  first  five  years  of 
PPS.  In  the  Commission's  view,  the  program  has 
met  many  of  its  goals.  ProPAC  has  not  found 
evidence  of  substantial  or  systematic  changes  in 
the  quality  of  care  received  by  Medicare  hospital- 
ized patients  since  the  implementation  of  PPS.  Nor 
has  the  Commission  found  evidence  of  a  major 
reduction  in  the  diffusion  of  new  technology. 

An  increasing  number  of  hospitals  are  closing. 
In  many  cases  these  may  be  hospitals  that  are 
underutilized  or  have  longstanding  financial  prob- 
lems. The  impact  of  closures  on  access  to  services 
requires  examination. 

These  and  other  vital  areas  need  much  more 
research.  ProPAC  cautions  that  the  system  requires 
refinement,  review,  monitoring,  and  assessment. 
In  addition  to  continuing  to  improve  the  system, 
ProPAC  suggests  reexamination  of  original  goals 
and  policies  as  part  of  the  future  PPS  agenda. 

REPORT  ORGANIZATION 

Chapter  1  discusses  the  status  and  evolution  of 
PPS  during  its  first  five  years.  The  1983  goals  and 
expectations  for  the  system  are  described,  along 
with  functioning  and  changes  in  the  system  through 
1988.  Current  issues  and  future  concerns  are  also 
addressed. 

Chapter  2  presents  ProPAC's  17  recommenda- 
tions for  improving  PPS.  These  recommendations 
fall  into  six  broad  areas  for  fiscal  year  1990: 

•  Updating  PPS  payments, 

•  Adjustments  to  the  PPS  payment  formula, 

•  Data  collection  and  measurement, 

•  Quality  of  care, 

•  Rural  hospitals,  and 

•  Ambulatory  surgery  payment. 
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The  Appendixes  to  the  report  include  important 
technical  and  supporting  material  and  information 
about  ProPAC  Commissioners  and  operations. 

RECOMMENDATIONS  FOR  FISCAL 
YEAR  1990 

Updating  PPS  Payments 

Recommendation  1:  Amount  of  the  Update 
Factor  for  PPS  Hospitals 

For  fiscal  year  1990,  the  standardized  amounts 
should  be  updated  by  the  following  factors: 

•  The  projected  increase  in  the  modified  PPS 
market  basket  as  recommended  by  ProPAC, 
currently  estimated  at  5.7  percent; 

•  A  positive  adjustment,  currently  estimated  at 
0.6  percent,  to  correct  for  errors  in  the  fiscal 
year  1989  market  basket  forecast; 

•  A  discretionary  adjustment  factor  of  0.0  per- 
centage points; 

•  A  net  -0.7  percent  adjustment  for  case-mix 
change; 

•  A  -0.8  percent  adjustment  for  urban  hospitals 
to  reflect  first-year  PPS  cost  information;  and 

•  A  differential  update  for  urban  hospitals  in 
MS  As  with  more  than  1  million  people,  ac- 
complished by  a  +0.2  percent  adjustment  for 
these  hospitals  and  a  -0.3  percent  adjustment 
for  other  urban  hospitals. 

This  recommendation  reflects  the  Commission's 
judgment  about  the  appropriate  increase  in  the 
level  of  PPS  prices  for  fiscal  year  1990.  It  assumes 
that  the  Commission's  other  concerns  regarding 
the  payment  formula  and  the  DRG  weighting  fac- 
tors are  also  addressed  in  the  fiscal  year  1990 
payment  rates. 

Recommendation  2:  Market  Basket  Structure 

The  Commission  believes  the  hospital  industry 
wage  portion  of  the  market  basket  should  be  in- 
creased to  better  reflect  changes  in  hospital  and 
other  labor  markets.  The  wage  and  benefit  compo- 


nent of  the  market  basket  should  be  measured 
using  50  percent  Employment  Cost  Index  compen- 
sation series  for  hospital  workers  and  50  percent 
non-hospital  ECI  compensation  series  reflecting 
the  types  of  employees  hospitals  hire.  The 
Commission  also  encourages  the  development  of  an 
ECI  compensation  series  specific  to  hospital  pro- 
fessional and  technical  workers. 

Recommendation  3:  Discretionary  Adjustment 
Factor 

For  fiscal  year  1990,  the  net  allowance  for  scien- 
tific and  technological  advancement  and  productiv- 
ity improvement  in  the  discretionary  adjustment 
factor  should  be  zero. 

Recommendation  4:  Adjustments  for  Case-Mix 
Change 

For  fiscal  year  1990,  the  PPS  standardized 
amounts  should  be  reduced  by  0.7  percent  to 
account  for  increased  payments  from  case-mix  in- 
dex change.  This  adjustment  reflects: 

•  A  3.0  percent  reduction  for  the  estimated  case- 
mix  index  change  during  fiscal  year  1989, 

•  A  positive  allowance  of  1.5  percent  for  real 
across-DRG  case-mix  index  change  during  fis- 
cal year  1989,  and 

•  A  positive  allowance  of  0.8  percent  for  within- 
DRG  case-complexity  change  during  fiscal  year 
1989. 

The  Commission  urges  the  Secretary  to  continue 
research  that  will  help  measure  the  components  of 
case-mix  change  in  light  of  its  importance  for 
hospital  payments. 

Recommendation  5:  Adjustment  to  the  Level 
of  the  Urban  Standardized  Amounts 

The  update  factor  for  fiscal  year  1990  should 
include  an  adjustment  to  lower  the  urban  standard- 
ized amounts  by  0.8  percent.  No  reduction  should 
be  applied  to  the  rural  standardized  amount.  The 
reduction  is  the  final  portion  of  a  three-year  phased 
adjustment  previously  recommended  by  the  Com- 
mission. It  reflects  the  Commission's  judgment  of 
how  information  on  average  Medicare  costs  per 
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case  from  the  first  year  of  PPS  should  be  incorpo- 
rated into  the  update  factor. 

Recommendation  6:  Additional  Update  for 
Hospitals  in  Large  Urban  Areas 

For  fiscal  year  1990,  urban  hospitals  in  Metro- 
politan Statistical  Areas  with  more  than  1  million 
people  should  receive  an  update  0.5  percent  higher 
than  hospitals  in  other  MSAs.  This  should  be 
accomplished  by  a  0.2  percent  increase  to  the 
standardized  amount  for  large  urban  areas  com- 
bined with  a  0.3  percent  reduction  to  the  other 
urban  standardized  amount. 

The  higher  costs  of  hospitals  located  in  large 
urban  areas  are  not  fully  recognized  by  current 
PPS  payment  policy.  Because  a  differential  update 
factor  is  an  imprecise  method  of  adjustment,  more 
research  should  be  undertaken  to  further  the  under- 
standing of  the  sources  of  higher  costs  in  these 
areas.  Simultaneously,  a  broad  review  of  PPS 
payment  equity  should  be  undertaken,  including 
consideration  of  overlap  among  current  payment 
adjustments. 

Recommendation  7:  Update  Factor  for 
Excluded  Hospitals  and  Distinct-Part  Units 

For  fiscal  year  1990,  the  target  rate  of  increase 
for  excluded  hospitals  and  distinct-part  units 
should  be  determined  separate  from  the  PPS  up- 
date factor.  The  rehabilitation,  psychiatric,  and 
long-term  facilities'  target  rate  of  increase  should 
reflect  the  projected  increase  in  the  hospital  market 
basket  for  these  hospitals  corrected  for  fiscal  year 
1989  forecast  error.  The  target  rate  of  increase  for 
children's  hospitals  should  reflect  the  projected 
rate  of  increase  in  the  PPS  hospital  market  basket 
corrected  for  forecast  error. 

Adjustments  to  the  PPS  Payment  Formula 

Recommendation  8:  Indirect  Medical  Education 
Adjustment 

The  Commission  recommends  that  the  Secretary 
seek  legislation  to  reduce  the  indirect  medical 
education  adjustment  from  its  current  level  of  7.7 
percent  to  6.6  percent  for  fiscal  year  1990.  This 
reduction  should  be  implemented  in  a  budget  neutral 


fashion,  with  the  savings  returned  to  all  hospi- 
tals through  corresponding  increases  in  the  stand- 
ardized amounts. 

Recommendation  9:  Outlier  Payment  Policy 

The  Commission  believes  that  the  modifications 
in  the  outlier  payment  methodology  that  were  im- 
plemented during  fiscal  year  1989  represent  an 
improvement  in  the  payment  system.  The  Secretary 
should  continue  to  examine  methods  for  improving 
the  effectiveness  of  outlier  payment  in  accomplish- 
ing its  two  major  objectives:  protecting  hospitals 
from  the  risk  of  extraordinarily  costly  cases,  and 
protecting  types  of  patients  who  are  more  likely  to 
be  extraordinarily  costly  from  a  potential  decrease 
in  access  to  inpatient  hospital  services.  This  exam- 
ination should  include  a  review  of  the  fundamental 
structure  of  outlier  payment  policy. 


Data  Collection  and  Measurement 

Recommendation  10:  Updating  the  Area  Wage 
Index 

The  Commission  strongly  urges  the  Secretary  to 
collect  more  current  data  on  hospital  wages  and 
hours  of  employment,  and  to  use  these  data  to 
update  the  wage  index  for  fiscal  year  1990.  The 
Secretary  also  should  develop  a  permanent  mecha- 
nism for  obtaining  accurate  hospital  wage  data 
annually.  In  addition,  the  Commission  urges  the 
Secretary  to  update  the  wage  index  at  least  every 
other  year. 

Recommendation  11:  Improving  the  Cost  Data 
Used  for  Decision  Making 

The  Secretary  should  initiate  the  developmental 
work  necessary  to  secure  the  future  role  of  the 
Medicare  Cost  Report  as  a  vital  information  source 
for  policy  evaluation  and  decision  making.  Al- 
though the  cost  report  was  originally  developed 
and  continues  to  be  used  as  a  reimbursement  tool, 
it  is  also  increasingly  used  as  a  source  of  data. 
This  trend  will  continue  and  should  be  encouraged. 
Efforts  to  improve  the  Medicare  Cost  Report  should 
attempt  to  minimize  the  administrative  burden  on 
hospitals,  fiscal  intermediaries,  and  the  Federal 
government. 
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Recommendation  12:  Improvements  in 
Case-Mix  Measurement 

The  Commission  urges  the  Secretary  to  begin 
immediately  to  thoroughly  evaluate  the  potential 
consequences  of  adopting  DRG  refinements  re- 
cently developed  at  Yale  University.  Preliminary 
results  from  this  project  appear  to  be  positive. 
Much  work  remains  to  be  done,  however,  to  under- 
stand all  the  implications  of  applying  these  refine- 
ments to  PPS.  The  Commission  will  be  pleased  to 
cooperate  fully  with  the  Secretary  to  further  this 
effort. 

Recommendation  13:  Reassignment  of  Patients 
with  Guillain-Barre  Syndrome 

The  Secretary  should  reassign  patients  with 
Guillain-Barre  syndrome  from  DRGs  18  and  19  to 
DRG  20,  DRG  34,  or  a  new  DRG. 

Quality  of  Care 

Recommendation  14:  Evaluation  of  PRO  Review 
of  Quality  of  Care 

The  Secretary  should  evaluate  the  impact  of  the 
Peer  Review  Organizations  on  quality  of  care. 
Intensified  analysis  of  the  PRO  findings  and  vali- 
dation of  the  PRO  quality  review  process  should 
be  included  in  the  evaluation.  The  validity,  reliabil- 
ity, and  efficiency  of  the  PRO  quality  screens 
should  receive  special  emphasis  in  the  evaluation. 
In  addition,  the  Secretary  should  continue  to  de- 
velop, test,  and  implement  more  sophisticated 
methods  of  inpatient  and  outpatient  quality  review. 
He  should  also  develop  additional  mechanisms  to 
identify  and  evaluate  quality  of  care  beyond  the 
immediate  period  of  hospitalization,  placing  more 
emphasis  on  outcomes  of  care. 

Rural  Hospitals 

Recommendation  15:  Rural  Hospitals 

The  Commission  is  concerned  about  the  prob- 
lems affecting  rural  hospitals  and  the  rural  health 
care  system,  as  well  as  the  implications  of  these 
problems  for  access  to  needed  health  care.  The 
Commission  recognizes  that  these  problems  extend 
beyond  PPS  and  Medicare.  The  Commission  urges 


the  Secretary  to  continue  the  Department's  rural 
health  care  research  and  policy  agenda.  Mean- 
while, the  Commission  will  continue  its  analysis  of 
the  effects  of  PPS  on  rural  hospitals. 

Ambulatory  Surgery  Payment 

Recommendation  16:  Medicare  Payment  for 
Hospital  Outpatient  Surgery 

Beginning  in  fiscal  year  1990,  Medicare  pay- 
ment for  the  facility  component  of  hospital  outpa- 
tient surgery,  including  capital,  should  be  entirely 
prospective.  Separate  rates  should  be  established 
for  each  of  the  six  groups  of  surgical  procedures 
proposed  for  payment  of  services  furnished  in 
freestanding  ambulatory  surgery  centers  (ASCs). 
The  hospital  outpatient  surgery  rates  for  fiscal  year 
1990  should  be  based  on  a  blend  of  hospital- 
specific  costs,  average  hospital  costs,  and  the  rate 
paid  to  ASCs. 

The  rates  should  be  updated  annually  following 
the  approach  used  under  PPS.  The  overall  level  of 
the  prospective  rates  should  be  set  so  that  the  sum 
of  Medicare  and  beneficiary  payments  to  hospitals 
would  be  the  same  in  fiscal  year  1990  as  they 
would  have  been  under  current  policy.  Payments 
should  reflect  differences  in  area  wages. 

These  changes  in  hospital  outpatient  surgery  pay- 
ment policy  should  apply  to  the  list  of  ASC- 
approved  procedures  only;  the  existing  Medicare 
payment  provisions  should  continue  for  non-list 
procedures.  The  Commission  is  not  recommending 
differential  treatment  of  eye  and  ear  specialty 
hospitals. 

Recommendation  17:  Beneficiary  Liability  for 
Hospital  Outpatient  Surgery 

The  Secretary  should  modify  the  method  to 
determine  Part  B  coinsurance  for  certain  ambulatory 
surgery  services  performed  in  hospital  outpatient 
departments.  Currently,  beneficiary  coinsurance  is 
based  on  hospital  submitted  charges.  Beneficiary 
coinsurance  should  be  limited  to  20  percent  of 
the  payment  amount  allowed  by  Medicare.  The 
Medicare  program  should  bear  the  costs  of  this 
change. 


Chapter  1 

The  Prospective 
Payment  System: 
1983-1989 
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Chapter  1 

The  Prospective 
Payment  System: 
1983-1989 


In  1983  Congress  enacted  a  major  reform  in 
Medicare  payment  policy:  the  prospective  payment 
system  (PPS).  The  system,  which  altered  payment 
of  inpatient  hospital  services  for  Medicare  benefi- 
ciaries, offered  new  opportunities  and  challenges 
to  the  government  and  to  providers  of  health  care 
services. 

Concerned  about  the  need  to  continually  monitor 
and  update  the  new  system.  Congress  established 
the  Prospective  Payment  Assessment  Commission 
(ProPAC)  as  an  independent  panel.  ProPAC  pro- 
vides the  executive  and  legislative  branches  of  the 
government  with  analysis  and  advice  on  PPS  is- 
sues. This  is  ProPAC's  fifth  annual  report  to  the 
Secretary  of  Health  and  Human  Services  with 
recommendations  for  updating  and  modifying  PPS. 
This  report  expresses  the  collective  views  of  the 
Commission,  although  in  some  cases  individual 
Commissioners  hold  alternative  opinions. 

At  this  point,  in  the  sixth  year  of  PPS,  it  is 
appropriate  to  review  how  the  system  evolved  and 
its  current  status.  This  chapter  looks  at  the  original 
goals  and  design,  as  well  as  how  PPS  has  changed 
and  functions  today.  In  addition,  current  issues  and 
future  concerns  are  addressed.  Throughout  this 
chapter,  the  Commission  comments  on  its  assess- 
ment of  the  program.  In  a  June  report  to  the 
Congress,  Medicare  Prospective  Payment  and  the 
American  Health  Care  System,  the  Commission 
each  year  reports  more  fully  on  its  judgments 
about  the  impact  of  PPS  on  the  entire  health  care 
system. 

ProPAC  hopes  this  review  will  be  useful  to 
policy  makers  and  others  interested  in  the  ongoing 
evolution  of  PPS.  The  Commission  believes  that 
the  program  has  met  many  of  its  important  goals. 


The  system  that  replaced  more  than  16  years  of 
cost-based  reimbursement-termed  revolutionary 
only  five  years  ago-is  now  an  established  part  of 
the  U.S.  health  financing  structure. 


1983  GOALS  AND  EXPECTATIONS 

The  post-World  War  II  period  saw  high  rates  of 
growth  in  health  care  spending.  After  the  1965 
enactment  of  Medicare,  the  nation  experienced 
unprecedented  increases  in  health  care  spending, 
much  of  it  for  inpatient  hospital  care.  Thus,  for 
many  years,  successive  Congresses  and  Adminis- 
trations sought  ways  to  control  the  rate  of  increase 
in  hospital  costs.  As  early  as  1967,  the  Congress 
encouraged  experimentation  with  alternatives  to 
cost-based  hospital  payment,  including  prospective 
pricing.  In  December  1982,  a  system  of  prospec- 
tive payment  for  Medicare  beneficiaries'  hospital 
services  was  proposed  by  the  Administration. 

In  outlining  the  proposal,  the  Administration 
emphasized  several  goals.  These  were  that  the 
system  should: 

•  Maintain  beneficiary  access  to  quality  care, 
with  no  additional  billings  to  beneficiaries; 

•  Be  easy  to  understand  and  simple  to  admin- 
ister; 

•  Be  capable  of  quick  implementation; 

•  Help  hospitals  gain  predictability  in  their  Medi- 
care revenues; 

•  Establish  the  Federal  government  as  a  prudent 
buyer  of  services; 
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•  Provide  incentives  for  efficiency,  flexibility, 
innovation,  planning,  and  control; 

•  Maintain  the  level  of  expenditures  that  would 
have  been  incurred  if  the  then-current  system 
were  retained;  and 

•  Reduce  cost  reporting  burdens  on  hospitals. 

Within  six  months,  Congress  enacted  this  major 
reform  of  Medicare  hospital  payment.  The  Admin- 
istration's goals  were  often  cited  during  congres- 
sional debate.  While  both  houses  of  Congress 
made  changes  to  the  original  proposal,  neither 
altered  the  fundamental  design  of  the  system.  The 
essence  of  the  proposal  was  maintained  in  the  final 
legislation,  Pub.  L.  98-21,  which  was  enacted  in 
April  1983  for  implementation  on  October  1,  1983. 
This  was  a  system  of  prospectively  set  prices,  to  be 
updated  annually,  with  certain  adjustments  to  meet 
policy  goals  and  for  conditions  beyond  the  control 
of  individual  hospitals. 

SYSTEM  DESIGN 

The  prospective  payment  system  required  setting 
predetermined  payment  amounts  for  each  patient 
discharge  through  the  use  of  diagnosis-related 
groups  (DRGs).  The  original  DRGs,  developed  and 
refined  by  Yale  University  and  tested  in  New 
Jersey,  measure  the  output  of  a  hospital  by  catego- 
rizing patients. 

In  the  modified  DRGs  used  for  PPS,  patients  are 
classified  into  23  Major  Diagnostic  Categories 
(MDCs),  which  are  based  on  the  human  body 
systems.  The  23  MDCs  are  further  divided  by 
other  factors  to  ensure  clinical  and  resource  homo- 
geneity within  groups.  Among  these  factors  are 
diagnostic  or  surgical  procedure,  other  clinical  in- 
formation, and  patient  characteristics.  This  results 
in  nearly  500  individual  DRGs. 

Each  DRG  was  initially  assigned  a  weight,  indi- 
cating the  relative  amount  of  resources  used  to 
treat  a  patient  assigned  to  the  DRG.  The  DRG 
weights  were  constructed  so  that  they  would  aver- 
age to  1.0  across  hospitals.  The  initial  weights  were 
based  on  1981  costs. 

The  payment  to  a  hospital  is  determined  by 
multiplying  the  DRG  weight  by  the  standardized 


amount.  Standardized  amounts  were  computed 
originally  by  determining  the  average  per-case 
amount  Medicare  would  have  paid  for  hospital  care 
in  the  absence  of  the  new  system,  and  then  adjust- 
ing this  amount  for  a  variety  of  factors  related  to 
other  policies  that  were  to  be  taken  into  account. 

Standardized  amounts  have  been  updated  through 
regulatory  and  legislative  actions  for  each  subse- 
quent fiscal  year.  Several  factors  affect  the  final 
payment  amount,  but  the  prospective  payment  for 
each  discharge  can  be  generally  described  by  the 
following  formula: 

Standardized  Amount  x  DRG  Weight  =  Payment  Per 
Discharge 

As  noted,  this  cornerstone  of  the  system  was 
supplemented  by  a  series  of  adjustments  for  condi- 
tions determined  to  be  beyond  the  control  of  indi- 
vidual hospitals  or  requiring  special  consideration. 
The  adjustments  originally  suggested  by  the  Ad- 
ministration were  modified  and  augmented  during 
legislative  debate.  Adjustments  enacted  in  1983 
covered  wage  rates,  location  in  rural  or  urban  area, 
and  teaching  status.  An  outlier  adjustment  was 
fashioned  for  payment  of  cases  with  unusually 
costly  or  lengthy  hospitalization.  Other  adjustments 
have  since  been  added.  The  most  important  is  the 
additional  payment  to  hospitals  that  serve  a  high 
proportion  of  low-income  patients. 

In  addition,  Congress  provided  for  a  transition 
so  that  national  standardized  amounts  would  be 
phased  in  over  a  four- year  period.  Subsequently 
the  transition  was  extended  to  five  years.  During 
the  first  year,  payments  were  based  on  a  hospital's 
own  historical  costs  and  regional  average  rural  and 
urban  standardized  amounts.  By  the  end  of  the 
transition,  payments  for  most  hospitals  were  based 
entirely  on  national  average  rural  and  urban  stan- 
dardized amounts. 

Pending  future  analysis  and  policy  development, 
Congress  excluded  several  types  of  hospital  costs 
from  the  new  payment  system.  For  example,  pay- 
ments for  the  direct  costs  of  medical  education  and 
for  capital  costs  continue  to  be  based  on  cost 
reimbursement.  Specialized  hospitals  and  units, 
such  as  psychiatric,  long-term,  children's,  and  re- 
habilitation, were  also  excluded  from  the  new 
system. 


13 


Authority  mandating  the  Prospective  Payment 
Assessment  Commission  was  added  to  the  PPS  law 
during  the  legislative  debate.  The  Commission  was 
structured  as  an  independent  agency,  with  15  (now 
17)  members  appointed  by  the  congressional  Office 
of  Technology  Assessment.  Commissioners  with 
expertise  in  health  care  delivery,  financing,  and 
research  were  to  provide  advice  on  the  functioning 
of  the  new  hospital  payment  system  through  re- 
ports and  recommendations  to  the  Secretary  of 
Health  and  Human  Services  and  to  the  Congress. 

FUNCTIONING  AND  CHANGES 
IN  THE  SYSTEM 

During  the  first  five  years  of  PPS,  the  Federal 
health  policy  environment  has  become  increasingly 
tense,  primarily  due  to  the  growing  Federal  deficit 
and  evolving  policies  designed  to  reduce  and  even- 
tually eliminate  that  deficit.  Budget  considerations 
increasingly  drive  decision  making,  and  executive 
and  legislative  branch  roles  have  changed  since 
PPS  was  enacted.  Whereas  the  role  of  the  Con- 
gress has  become  more  directive,  the  role  of  the 
Secretary  has  diminished,  especially  in  the  area  of 
updating  payment  rates. 

Originally  established  as  an  adviser  to  both  the 
Secretary  and  the  Congress,  ProPAC  has  steadily 
become  more  involved  in  advising  Congress 
through  the  development  and  presentation  of  ana- 
lytic studies.  The  Commission  has  maintained  its 
independence  by  stressing  an  analytic  approach  in 
its  advice  and  decision-making  roles,  leaving  the 
larger  balancing  decisions  related  to  overall  budget 
priorities  to  the  Administration  and  the  Congress. 

Against  this  backdrop  of  ever-growing  concern 
about  reducing  rates  of  increase  in  all  health  care 
spending,  PPS  has  been  implemented  and  contin- 
ues to  evolve.  Although  per-admission  costs  are 
still  rising  rapidly,  total  inpatient  hospital  spending 
increases  have  moderated  due  to  decreased  admis- 
sions. Nevertheless,  pressures  for  savings  persist. 
Despite  the  lower  rate  of  increase,  Part  A  inpatient 
hospital  spending  still  represents  the  largest  single 
component  in  the  Medicare  program,  nearly  60 
percent  of  total  expenditures.  The  projected  in- 
creases in  Medicare  spending  and  the  need  for 
savings  lead  budget  analysts  and  policy  makers  at 
all  levels  to  constantly  return  to  review  of  the 
Medicare  hospital  payment  system.  Nearly  every 


piece  of  legislation  related  to  health  financing 
passed  since  1983  has  modified  the  original  PPS 
statute,  often  for  the  purpose  of  realizing  program 
savings. 

In  this  section  the  Commission  describes  the 
functioning  of  the  system  since  1984  and  reviews 
the  major  changes  that  have  been  enacted  to  ad- 
dress evolving  problems.  The  Commission's  judg- 
ments on  many  of  these  matters  are  stated. 


Updating  PPS 

The  1983  statute  calls  for  updating  payment 
rates  each  year  through  changes  in  the  standardized 
amounts.  The  authority  to  set  the  update  factor,  the 
annual  change  in  the  standardized  amounts,  ini- 
tially resided  with  the  Secretary.  However,  since 
1986  the  Congress  has  legislated  the  amount  of  the 
update  factor. 

Furthermore,  the  original  statute  called  for  the 
Secretary  to  propose  and  implement  an  annual 
update  factor  through  the  regulatory  process.  The 
Secretary's  decision  was  to  reflect  the  recommen- 
dations of  ProPAC.  The  ProPAC  recommendation, 
in  turn,  was  to  account  for  changes  in  the  need  to 
maintain  quality  and  promote  efficiency  in  hospital 
services.  Several  factors  in  the  statute  were  identi- 
fied for  consideration,  including  the  costs  of  goods 
and  services  that  hospitals  purchase  (the  market 
basket),  hospital  productivity,  technological  and 
scientific  advances,  quality  of  health  care,  and 
cost-effectiveness  of  inpatient  hospital  care. 

The  Commission  has  continued  to  make  its  an- 
nual recommendations  to  the  Secretary.  In  prac- 
tice, however,  the  Congress  uses  ProPAC 's  analysis 
and  advice,  along  with  similar  advice  from  the 
Secretary,  and  sets  the  update  by  law. 

ProPAC  and  other  decision  makers  have  followed 
the  statute's  lead  in  dividing  the  update  factor  into 
two  major  components.  The  first  is  the  market 
basket,  which  measures  inflation  in  the  prices  of 
goods  and  services  purchased  by  the  hospital.  The 
second  considers  all  other  factors  judged  relevant 
to  updating  payments.  Overall  consideration  of 
factors  related  to  quality  and  access  to  care  has 
played  a  significant  role  in  Commission  decision 
making.  ProPAC  has  also  carefully  reviewed  other 
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sources  of  per-case  payment  increases  in  making 
update  recommendations. 

Market  Basket 

The  hospital  market  basket  is  constructed  by:  (1) 
specifying  the  inputs  that  hospitals  purchase  and 
combining  inputs  into  components,  (2)  determin- 
ing a  weight  for  each  component  that  represents  its 
share  of  hospital  expenses,  and  (3)  identifying 
measures  of  price  change  for  each  component.  The 
overall  change  in  the  price  of  the  market  basket  is 
computed  by  multiplying  each  component's  price 
change  by  its  weight  to  arrive  at  a  product  for  each. 
All  products  are  then  added. 

In  making  its  recommendations,  the  Commis- 
sion sometimes  modifies  the  market  basket  portion 
of  the  update  to  reflect  errors  made  in  forecasting 
the  previous  year's  market  basket  increase. 

ProPAC  has  carefully  reviewed  the  components 
and  computation  of  the  market  basket  and  made 
many  recommendations  for  improvement.  The  rec- 
ommended changes,  implemented  by  the  Secretary 
primarily  in  fiscal  year  1987,  have  improved  the 
validity  and  reliability  of  this  measure  of  inflation. 
The  Commission  believes  this  has  been  an  impor- 
tant improvement  to  PPS.  ProPAC  will  continue  to 
study  and  recommend  changes  in  this  technical  but 
important  portion  of  PPS. 


Other  Adjustment  Factors 

Although  terminology  varies,  other  elements 
have  been  added  to  or  subtracted  from  the  market 
basket  to  update  hospital  payments  under  PPS. 
Components  considered  by  ProPAC  include  funds 
for  scientific  and  technological  advancement, 
achievable  improvements  in  hospital  productivity, 
reductions  to  account  for  the  transfer  of  services 
out  of  the  hospital,  and  changes  in  medical  record- 
keeping not  related  to  the  severity  of  illness.  These 
additional  components  of  the  update  factor  have 
not  been  defined  statically  over  the  five-year  his- 
tory of  PPS.  Because  the  Commission  believes  the 
major  shift  in  site  of  care  has  been  accomplished, 
for  example,  it  is  no  longer  taken  into  account 
when  adjusting  the  update  factor. 


Hospital  payments  automatically  increase  as  the 
mix  of  patients  across  DRGs  becomes  more  com- 
plex, causing  the  case-mix  index  (CMI)  to  rise.  In 
fact,  during  the  first  five  years  of  PPS,  rising  CMIs 
resulted  in  larger  payment  increases  than  the  an- 
nual update  factor  and  all  other  policy  adjustments 
combined.  It  was  originally  expected  that  CMI 
increases  would  moderate  over  time.  However,  re- 
cent evidence  indicates  that  this  has  not  happened 
as  quickly  as  expected.  The  Commission  and  oth- 
ers have  therefore  devoted  considerable  attention  to 
the  issue  of  case-mix  change  and  the  factors  that 
account  for  it. 

The  Commission  believes  that  PPS  rates  should 
reflect  real  case-mix  increases,  but  not  changes  in 
medical  record  documentation  or  coding  practices. 
Real  case-mix  change  is  defined  as  changes  in 
types  of  patients  or  changes  in  patient  treatments 
that  result  in  greater  resource  use.  The  Commis- 
sion has  investigated  methods  to  differentiate  CMI 
change  caused  by  real  case-mix  change  from  medi- 
cal record  changes,  or  upcoding.  Currently,  it  is 
impossible  to  do  this  precisely  because  of  data 
limitations  and  an  imperfect  understanding  of  the 
factors  affecting  coding  behavior.  This  remains  an 
important  area  for  continued  policy  research. 

Case-mix  index  change  and  other  factors  have 
played  an  important  role  in  decisions  to  recom- 
mend payment  updates  that  amount  to  less  than  the 
market  basket  increase  for  a  given  year.  Per-case 
payments  to  hospitals  have  greatly  exceeded  the 
level  of  the  update  factor  because  of  case-mix 
increases,  which  will  be  discussed  later. 

Differential  Standardized 
Amounts  and  Updates 

The  PPS  statute  recognized  a  long  history  of 
different  costs  in  urban  and  rural  hospitals  by 
providing  for  separate  urban  and  rural  standardized 
amounts.  In  the  years  following  enactment  of  PPS, 
differences  in  the  experiences  of  these  types  of 
hospitals  led  to  decisions  to  provide  for  separate 
update  factors  for  urban  and  rural  hospitals.  In 
addition,  Congress  allowed  for  a  slightly  higher 
update  for  hospitals  in  large  urban  areas  (those 
with  more  than  1  million  people)  than  for  those  in 
smaller  urban  areas. 
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The  use  of  different  standardized  amounts  and 
update  factors  was  part  of  a  trend  over  the  first  five 
years  of  PPS  to  refine  the  payments  to  better 
reflect  important  differences  among  hospitals.  The 
Commission  recommended  a  number  of  similar 
changes  later  adopted  by  Congress.  ProPAC  contin- 
ues analytic  work  designed  to  develop  data  about 
different  types  and  classes  of  hospitals  and  their 
experience  under  PPS.  In  the  Commission's  opin- 
ion, these  equity  issues  are  increasingly  important 
in  a  constrained  budget  environment  and  require 
ongoing  assessment  and  review. 


Changing  Roles  in  Determining  the 
Update  Factor 

The  changing  role  of  the  Congress  is  seen  clearly 
in  reviewing  update  factor  decisions  during  the 
PPS  years.  After  designing  a  system  that  would 
rely  on  an  administrative  process  and  advice  of 
ProPAC  for  updates,  the  Congress  began  almost 
immediately  to  restrict  the  executive  branch  role. 
First  the  amount  of  the  update  was  limited  in  the 
Deficit  Reduction  Act  of  1984  (Pub.  L.  98-369). 
Congress  subsequently  legislated  specific  updates 
for  each  of  the  next  four  years. 

As  the  responsibility  initially  assigned  to  the 
Secretary  has  shifted,  so  has  the  source  of  analytic 
and  quantitative  data.  ProPAC  developed  and  has 
followed  a  consistent  format  for  considering  ele- 
ments that  should  be  reviewed  within  the  context 
of  the  update  factor.  The  Secretary  initially  pro- 
vided some  detail  for  the  basis  of  decision  making, 
but  analytic  justification  for  proposed  update  fac- 
tors has  diminished  in  later  annual  PPS  regula- 
tions. The  Commission  regrets  that  the  Secretary 
has  chosen  to  eliminate  the  development  of  quanti- 
tative and  analytic  justification  for  the  update  fac- 
tor. This  lack  of  justification  results  from  the  fact 
that  the  budget  has  increasingly  driven  decision 
making  by  both  the  Secretary  and  the  Congress. 

These  role  changes  and  the  complexity  of  the 
necessary  decisions  have  resulted  in  an  increas- 
ingly contentious  environment  surrounding  PPS.  A 
shift  in  roles  has  occurred,  with  interested  parties 
exerting  strong  efforts  to  influence  decisions.  The 
hospital  industry  has  repeatedly  complained  about 
unmet  promises  that  PPS  would  result  in  predict- 
able payments.  Expectations  that  the  update  factor 


would  be  the  major  vehicle  for  payment  increases 
likewise  have  not  proved  to  be  the  case. 

Hospitals,  beneficiaries,  and  others  regard  the 
update  factor  as  the  chief  source  of  payment  in- 
crease to  hospitals  under  PPS.  ProPAC,  on  the 
other  hand,  has  not  found  this  to  be  true.  Commis- 
sion analysis  has  shown  that  for  the  first  five  years 
of  PPS,  update  factors  and  other  legislative  policy 
changes  increased  per-case  PPS  payments  by  about 
1 1  percent.  Case-mix  index  change  led  to  payment 
increases  almost  double  that  rate,  or  about  20 
percent.  Consequently,  while  the  update  factor  is 
still  an  important  consideration  in  PPS  policy  mak- 
ing, it  must  be  viewed  in  the  context  of  other 
factors  affecting  payments.  The  update  factor  has 
been  a  less  significant  part  of  revenue  increases 
than  originally  anticipated. 

Continued  review  and  identification  of  other 
forms  of  payment  increase  and  adjustments  to  the 
update  factor  to  account  for  these  increases  are 
crucial,  however.  ProPAC  review  and  analysis  of 
revenue-increasing  features  of  PPS  policy  thus  will 
continue  to  be  a  critical  part  of  Commission 
agendas. 

Wage  Index 

PPS  provides  that  the  DRG  rates  be  adjusted  by 
a  wage  index.  This  index  reflects  the  average 
hospital  wage  level  in  an  individual  hospital's  geo- 
graphic area,  compared  with  the  national  average 
hospital  wage  level.  That  portion  of  the  standard- 
ized amount  determined  to  be  labor-related  (roughly 
75  percent)  is  multiplied  by  the  appropriate  wage 
index;  hospitals  in  areas  with  relatively  high  wages 
receive  a  higher  payment. 

Although  the  wage  index  had  been  used  before 
PPS,  several  technical  problems  have  been  cor- 
rected since  the  system  was  implemented.  Others 
remain.  Unfortunately,  controversy  has  surrounded 
the  wage  index  and  the  data  used  to  calculate  it. 
Any  change  in  the  wage  index  results  in  higher 
payments  to  some  hospitals  and  lower  payments  to 
others.  Disagreements  arise  each  time  wage  index 
changes  are  considered.  The  Commission  regrets 
that  technical  corrections  that  would  lead  to  a  more 
accurate  wage  index  have  not  been  implemented. 
ProPAC  will  continue  to  develop  recommendations 
for  technical  refinements  to  the  wage  index  to 
make  it  more  accurate  and  up-to-date. 
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Labor  Market  Areas 

Since  the  beginning  of  PPS,  ProPAC  has  been 
concerned  that  the  wage  index  is  critically  flawed 
by  its  insensitivity  to  large  variations  in  hospital 
wage  levels  within  many  labor  markets.  This  flaw 
stems  from  the  fact  that  the  index  is  based  on 
Metropolitan  Statistical  Area  (MSA)  designations. 
Frequently,  wage  levels  differ  for  the  core  city, 
suburban  areas,  and  sometimes  even  rural  areas 
located  in  counties  partly  within  an  MSA.  Wages 
also  vary  across  rural  areas  within  states.  ProPAC 
has  studied  this  situation  extensively,  and  recom- 
mended on  numerous  occasions  the  use  of  labor 
market  area  information  to  distinguish  separate 
labor  markets  within  MS  As  and  rural  areas.  These 
ProPAC  recommendations  have  not  been  imple- 
mented. As  with  changing  the  wage  index,  imple- 
mentation of  this  change  would  modify  the  pattern 
of  reimbursement  to  hospitals,  thereby  distributing 
Medicare  payments  more  accurately  and  equitably. 
The  Commission  therefore  has  urged  Congress  and 
the  Secretary  to  consider  making  this  important 
change  in  the  system. 

Medical  Education  Adjustment 

Besides  continuing  cost  reimbursement  for  a 
hospital's  direct  costs  of  medical  education,  the 
PPS  statute  provided  for  additional  payments  to 
cover  the  indirect  costs  of  medical  education.  The 
medical  education  adjustment  was  developed  in  the 
1970s  to  recognize  higher  patient  care  costs  in 
hospitals  that  are  involved  with  the  training  of 
interns  and  residents.  This  adjustment  is  calculated 
using  the  ratio  of  interns  and  residents  per  bed. 
Among  the  factors  commonly  believed  to  contrib- 
ute to  the  higher  costs  associated  with  teaching  are 
greater  use  of  ancillary  services,  more  severely  ill 
patients,  location  in  inner  cities,  and  a  more  costly 
mix  of  staffing  and  facilities.  A  formula  is  used  to 
determine  the  amount  of  the  adjustment. 

Concerned  that  PPS  would  have  a  significant 
adverse  effect  on  teaching  hospitals,  Congress  en- 
acted a  statutory  mandate  that  doubled  the  adjust- 
ment previously  calculated.  The  adjustment  was 
accomplished  in  a  budget  neutral  fashion,  by  re- 
moving a  portion  of  payments  from  all  hospitals  to 
fund  the  added  payment  to  teaching  hospitals.  The 
rationale  for  the  adjustment  was  that,  in  addition  to 
compensating  these  hospitals  for  indirect  medical 
education  effects,  it  would  partially  correct  the 


system's  inability  to  account  for  other  factors  that 
legitimately  increase  costs  in  teaching  hospitals. 

It  quickly  became  clear  that  the  double  teaching 
adjustment  overcompensated  teaching  hospitals  for 
their  higher  costs.  Analysts  began  to  explore  alter- 
native methods  to  calculate  the  relationship  be- 
tween medical  education  and  Medicare  cost  per 
case.  Based  on  estimates  provided  by  the  Congres- 
sional Budget  Office  (CBO),  Congress  reduced  the 
adjustment  beginning  during  fiscal  year  1986  and 
again  beginning  in  fiscal  year  1989. 

Concerns  have  continued  to  be  raised  about  the 
appropriateness  of  the  level  of  the  indirect  medical 
education  adjustment.  ProPAC  offers  recommenda- 
tions to  further  refine  the  adjustment  in  this  report. 
The  Commission  also  recommends  that  analytic 
work  on  this  subject  be  continued. 

Adjustment  for  Disproportionate 
Share  Hospitals 

The  original  PPS  statute  provided  authority  for 
the  Secretary  to  implement  a  special  adjustment  for 
hospitals  serving  a  disproportionately  large  number 
of  low-income  and  Medicare  patients.  The  Secre- 
tary, however,  declined  to  promulgate  such  an 
adjustment. 

ProPAC  believed  from  the  beginning  that  the 
Secretary's  lack  of  action  resulted  in  a  serious 
defect  in  PPS,  and  recommended  implementation 
of  the  adjustment.  Analysis  by  ProPAC,  CBO,  and 
others  showed  a  relationship  between  services  to 
the  poor  and  increased  Medicare  cost  per  case. 
This  analysis  was  used  as  the  basis  for  the  adjust- 
ment prescribed  in  Pub.  L.  99-272,  which  was  later 
refined  and  extended.  The  Commission  continues 
to  monitor  this  adjustment  and  to  study  the  interac- 
tions of  various  phenomena,  including  the  effect  of 
medical  education,  on  disproportionate  share 
hospitals. 

Case-Mix  Measurement  and 
Severity  of  Illness 

Use  of  the  diagnosis-related  groups  for  defining 
and  measuring  case  mix  has  presented  a  series  of 
challenges.  Given  the  limitations  of  the  data,  the 
Commission  believes  that  this  system  represents 
the  best  available  way  to  classify  patients  for 
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Medicare  payment.  Nevertheless,  the  amount  of 
unexplained  variation  in  resource  use  among  pa- 
tients is  large,  and  continuing  work  on  alternative 
classification  systems  or  DRG  enhancements  to 
better  measure  severity  of  illness  is  necessary. 
There  is  also  need  for  additional  study  to  clarify, 
refine,  and  redefine  the  DRGs  to  reflect  changing 
technology,  medical  practice  patterns,  and  com- 
plexity of  cases.  Further  work  is  likewise  needed 
to  ensure  that  the  medical  coding  conventions, 
which  are  the  underpinning  of  the  DRGs,  are 
up-to-date  and  appropriate.  Similarly,  the  Grouper 
program  used  to  assign  cases  to  DRGs  needs 
continual  updating  and  refining. 

All  these  activities  have  been  under  way  during 
the  five-year  history  of  PPS.  On  balance,  the 
Commission  believes  the  Secretary  has  made  im- 
portant improvements  to  the  DRG  classification 
system.  ProPAC  remains  committed  to  careful  mon- 
itoring and  analysis  of  the  DRGs,  as  well  as  to 
reviewing  any  problems  brought  to  its  attention  by 
interested  groups  or  individuals.  Several  specific 
topics  deserve  further  discussion. 

Individual  DRGs  and  New  Technology 

The  Commission  has  not  found  evidence  of  a 
major  reduction  in  the  diffusion  of  new  technology 
in  hospitals  since  the  beginning  of  PPS.  In  fact, 
recent  studies  seem  to  indicate  that  hospitals  have 
added  services  since  the  advent  of  PPS . 

The  Commission  believes  that  the  system  should 
adequately  reflect  new  technologies  and  that  pay- 
ment rates  for  these  technologies  should  be  suffi- 
cient. However,  the  Secretary  has  sometimes  been 
slow  to  implement  change  in  this  area.  Appropriate 
change  is  increasingly  important  with  worsening 
hospital  financial  conditions.  Changes  related  to 
individual  DRGs  and  new  technology  have  been  a 
major  subject  of  disagreement  between  the  Com- 
mission and  the  Secretary.  ProPAC  will  continue  to 
carefully  monitor  and  analyze  individual  technolo- 
gies, especially  new  ones,  and  their  experience 
within  the  DRGs,  making  recommendations  for 
change  when  warranted. 

Recalibration 

Recalibration  creates  an  entirely  new  set  of  DRG 
weights  that  more  accurately  reflect  the  relative 
costliness  of  current  medical  care  practice  patterns. 


Because  of  the  rapid  changes  in  medical  care 
practice  patterns  and  technology,  recalibration  of 
the  DRG  weights  is  periodically  necessary.  The 
1983  PPS  statute  called  for  recalibration  at  least 
every  four  years.  The  original  set  of  DRG  weights 
reflected  1981  practice  patterns  because  the  billing 
data  used  as  the  basis  for  establishing  the  weights 
came  from  that  year. 

The  Commission  advocated  recalibration  as  soon 
as  possible  after  the  first  year  of  PPS,  using  the 
most  recent  data  available.  This  recommendation 
was  adopted  by  the  Secretary.  ProPAC  was  simi- 
larly concerned  that  frequent  recalibration  was  ap- 
propriate, and  recommended  annual  recalibration 
in  its  1986  report.  The  Secretary  did  not  recali- 
brate the  DRGs  for  fiscal  year  1987.  But  the 
Congress  enacted  a  mandate  for  annual  recalibra- 
tion, thus  ensuring  that  the  DRG  system  would 
reflect  the  most  recent  changes  in  technology  and 
practice  patterns.  The  Commission  is  pleased  that 
annual  recalibration  is  now  automatic,  helping  to 
keep  the  system  as  up-to-date  and  accurate  as 
possible. 

Hospital-Level  Variations  Within  DRGs 

The  Commission  has  begun  studies  of  variations 
in  resource  use  within  DRGs  across  individual 
hospitals.  One  study  reviews  regionalization  and 
specialization  of  services.  Initial  findings  suggest 
that,  although  some  concentration  of  services 
within  certain  hospitals  has  occured,  it  is  neither 
substantial  nor  systematic.  ProPAC  believes  that 
concentration  of  specialized  procedures  can  be  a 
positive  trend  for  beneficiary  quality  of  care. 

ProPAC  has  also  studied  geographic  variations  in 
inpatient  treatment  costs.  Initial  analysis  demon- 
strated considerable  geographic  variation  in  the 
cost  of  treating  patients  for  selected  case  types. 
Further  analyses  of  geographic  variation  in  treat- 
ment costs  are  being  undertaken. 

These  studies  of  variation  in  resource  use  within 
DRGs  are  critical  to  understanding  variations  in 
medical  practices  and  the  appropriateness  of  ser- 
vices furnished  to  Medicare  beneficiaries.  As 
payments  are  constrained  and  hospital  financial 
conditions  worsen,  hospitals  and  their  medical 
staffs  should  carefully  examine  their  practices  and 
eliminate  inappropriate  or  ineffective  services. 
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ProPAC  believes  that  variations  in  resource  use  are 
an  important  area  for  further  research. 

Hospitals  and  Units  Providing 
Specialty  Services 

From  the  beginning  of  PPS,  hospitals  or  centers 
serving  special  types  of  patients  have  received 
particular  attention.  Those  involved  extensively  in 
cancer  treatment  and  research  can  receive  special 
consideration  under  the  PPS  statute,  for  example. 
Other  types  of  hospitals  were  specifically  excluded 
from  the  prospective  payment  system.  The  Com- 
mission believes  that,  in  limited  circumstances, 
special  treatment  should  be  considered  for  some 
hospitals  and  centers.  Because  these  hospitals  and 
centers  may  treat  only  the  most  resource-intensive 
cases  in  a  DRG,  the  Commission  will  continue  to 
examine  whether  they  receive  adequate  PPS 
payments. 

The  Commission  is  concerned  that  the  Secretary 
has  sometimes  been  slow  to  recognize  and  correct 
problems  related  to  specialty  centers.  For  example, 
it  was  necessary  for  the  Congress  to  enact  a  pay- 
ment modification  when  the  Secretary  did  not 
correct  problems  associated  with  burn  DRGs  and 
burn  centers.  The  Commission  believes  it  is  impor- 
tant to  continue  to  monitor  the  impact  of  PPS  on 
specialty  hospitals  and  centers. 

Outlier  Policy 

PPS  operates  on  an  averaging  principle  in  which 
payment  is  based  on  the  cost  of  a  typical  case 
within  a  DRG.  Some  cases,  however,  have  excep- 
tionally long  lengths  of  stay  or  are  extremely 
costly.  Under  the  PPS  statute,  these  atypical  cases, 
or  outliers,  receive  additional  payment.  The  law 
requires  a  target  for  outlier  payments  of  between  5 
and  6  percent  of  total  PPS  payments.  In  practice, 
the  payment  for  outliers  may  be  more  or  less  than 
the  targeted  proportion,  depending  on  the  number 
of  outlier  cases  actually  treated  during  a  given 
year. 

Outlier  payment  policy  has  provided  a  critical 
buffer  for  hospitals  serving  atypical  cases  during 
the  first  five  years  of  PPS.  ProPAC  continues  to 
study  outlier  policy,  and  supports  recent  policy 
changes  undertaken  by  the  Secretary  to  deempha- 
size  length  of  stay  and  frame  a  policy  primarily 


based  on  extreme  costliness  or  loss.  ProPAC  and 
other  observers  have  noted  that  outlier  cases  and 
payments  are  unevenly  distributed  across  hospital 
groups  and  DRGs.  These  findings  require  contin- 
ued study  and  review,  and  will  doubtless  result  in 
analysis  on  which  to  base  continuing  refinement  of 
PPS.  It  is  the  judgment  of  the  Commission  that, 
despite  the  recent  changes,  the  conceptual  basis  for 
outlier  payment  policy  is  an  area  of  ongoing  con- 
cern. Analysis  will  continue  in  this  important  area. 

Beneficiary  Liability 

During  debate  on  PPS,  concern  was  expressed 
that  beneficiary  financial  liability  should  not  be 
changed  by  the  new  system.  Over  time,  however, 
the  precipitous  drop  in  patients'  length  of  hospital 
stay  unintentionally  increased  the  proportion  of 
payment  borne  by  Medicare  beneficiaries.  The  in- 
patient hospital  deductible  and  daily  coinsurance 
rates  rose  substantially  as  a  result  of  the  declines  in 
length  of  stay,  which  were  largely  attributed  to  PPS 
incentives.  Moreover,  the  shift  of  some  services 
from  inpatient  to  outpatient  settings,  also  partially 
related  to  PPS  incentives,  may  have  increased  ben- 
eficiary out-of-pocket  costs. 

Pre-  and  post-PPS  comparisons  of  beneficiary 
financial  status  will  be  difficult  because  of 
complicated  changes  made  by  enactment  of  the 
Catastrophic  Health  Insurance  Coverage  Act  in 
1988.  ProPAC  is  pleased,  however,  that  the  Act  has 
corrected  another  inadvertent  change  in  liability  re- 
sulting from  PPS:  beneficiary  responsibility  for 
cost-sharing  in  certain  outlier  cases.  Coverage  ex- 
pansions to  provide  inpatient  hospital  care  without 
regard  to  computation  of  spells  of  illness  and 
lifetime  reserve  days  address  these  concerns. 

ProPAC  will  continue  to  monitor  financial  liabil- 
ity of  beneficiaries  under  PPS  as  other  changes 
occur  in  health  care  delivery  and  financing.  ProPAC 
has  concluded  that,  overall,  Medicare-related  bene- 
ficiary out-of-pocket  costs  increased  during  the 
1980s.  However,  the  Commission  notes  that  total 
beneficiary  share  of  spending  for  covered  services 
remained  nearly  constant  from  1980  to  1987,  at 
approximately  23  percent.  The  rate  of  increase  in 
Medicare-related  beneficiary  out-of-pocket  costs  is 
less  than  overall  Medicare  program  growth.  How- 
ever, beneficiaries  are  not  always  protected  from 
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the  risk  of  some  high  out-of-pocket  costs.  Thus, 
the  subject  of  beneficiary  financial  liability  is  criti- 
cal and  deserves  continuing  attention. 


Rural  Hospitals  and  Sole 
Community  Hospitals 

Under  the  PPS  statute,  separate  standardized 
amounts  are  calculated  for  urban  and  rural  hospi- 
tals. The  rural  standardized  amounts  are  lower  than 
the  urban  amounts,  reflecting  historical  costs  in 
rural  hospitals.  The  first  five  years  of  PPS  resulted 
in  a  series  of  changes  in  rural  payment  amounts, 
reflecting  updated  and  better  data.  Rural  payment 
amounts  in  the  first  years  of  PPS  were  substantially 
lower  than  appropriate,  resulting  in  adjustments 
and  policy  changes  recommended  by  ProPAC  and 
others.  In  addition,  changes  in  policy  related  to 
hospitals  that  are  small  and  isolated,  or  are  Sole 
Community  Hospitals  (SCH),  have  been  recom- 
mended and  some  changes  made. 

In  the  Commission's  judgment,  PPS  should  pro- 
vide adequate  payment  for  Medicare  patients  in 
rural  hospitals,  but  cannot  be  expected  to  pay  for 
additional  costs  in  those  rural  hospitals  in  serious 
financial  condition  for  other  reasons.  Nevertheless, 
it  may  be  appropriate  for  higher  payments  to  be 
made  to  some  hospitals  to  ensure  adequate  access 
to  services  for  Medicare  beneficiaries  who  live  in 
rural  areas.  Continued  analysis  of  health  care  pol- 
icy toward  all  rural  health  care  delivery  mecha- 
nisms is  necessary  and  should  be  undertaken. 

Hospitals  Excluded  from  PPS 

The  PPS  statute  created  a  category  of  hospitals 
and  hospital  units  that  would  not  be  paid  on  the 
basis  of  DRGs.  This  category  includes  psychiatric 
hospitals  and  units,  rehabilitation  hospitals  and 
units,  pediatric  hospitals,  and  long-term  hospitals. 
Payment  to  these  hospitals  and  units  is  based  on 
each  facility's  own  costs,  limited  by  a  rate  of 
increase  on  per-case  costs.  This  target  rate  of 
increase  limit,  established  by  the  Tax  Equity  and 
Fiscal  Responsibility  Act  of  1982  (TEFRA),  must 
be  updated  each  year.  The  update  to  the  limits  is 
analogous  to  the  update  factor  for  PPS  hospitals. 
ProPAC  recommends  an  update  for  these  PPS- 
excluded  hospitals  each  year. 


ProPAC  was  convinced  that  the  update  factor  for 
these  hospitals  should  be  separate  from  the  update 
factor  developed  for  PPS  hospitals.  The  Secretary 
disagreed  with  this  contention,  suggesting  the  ab- 
sence of  legislative  authority  for  a  separate  update 
factor.  In  the  Omnibus  Budget  Reconciliation  Act 
of  1986  (OBRA  1986),  the  Congress  clarified  this 
matter,  allowing  separate  update  factors  for  PPS 
and  excluded  hospitals  as  ProPAC  had  urged. 

Policy  development  for  updating  payments  to 
these  excluded  hospitals  has  evolved  over  the  five 
years  of  PPS.  Early  on,  ProPAC  determined  that 
pediatric  hospitals,  while  not  identical  to  PPS 
hospitals,  were  more  similar  in  terms  of  their 
cost  components  than  were  other  excluded  hospi- 
tals. Therefore,  the  recommended  update  factor 
amount  for  pediatric  hospitals  has  generally  fol- 
lowed the  PPS  update  factor  without  adjustments 
for  case-mix  change. 

ProPAC  recommended  a  separate  market  basket 
for  psychiatric,  rehabilitation,  and  long-term  hospi- 
tals and  units.  Several  key  differences  have  been 
noted  to  support  this  approach,  particularly  the 
Commission's  observation  that  the  labor  share  of 
expenses  in  these  facilities  is  substantially  higher 
than  in  PPS  and  pediatric  hospitals.  This  recom- 
mendation has  been  rejected  by  the  Secretary. 
ProPAC  has  annually  recommended  different  addi- 
tions to  and  subtractions  from  the  market  basket 
than  those  for  PPS  hospitals.  Congress  has  fol- 
lowed ProPAC 's  approach  in  enacting  separately 
determined  update  factors  for  excluded  hospitals. 

ProPAC  analysis  has  indicated  growth  in  the 
number  of  excluded  hospitals  and  units  since  en- 
actment of  PPS.  Rehabilitation  hospitals  and  units 
have  experienced  the  largest  growth,  while  psychi- 
atric hospitals  and  units  have  also  expanded  signif- 
icantly. Long-term  hospitals  have  increased  only 
modestly.  Further  analysis  of  growth,  cost,  and 
experience  of  these  hospitals  is  being  undertaken. 

These  hospitals  and  units  were  excluded  from 
PPS  because  there  was  no  case-mix  measurement 
system  applicable  to  specialized  psychiatric,  reha- 
bilitation, and  long-term  patients.  Since  the  enact- 
ment of  PPS,  studies  undertaken  to  develop  such 
measurement  systems  have  failed  to  produce  an 
acceptable  product.  ProPAC  believes  that  additional 
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research  and  study  will  be  necessary  before  a 
prospective  pricing  system  can  be  implemented  for 
these  hospitals. 

OTHER  AREAS  OF  COMMISSION 
CONCERN  AND  RESPONSIBILITY 

In  response  to  a  mandate  from  the  House  Ap- 
propriations Committee,  ProPAC  annually  reviews 
the  impact  of  PPS  on  the  American  health  care 
system.  The  report  covers  the  consequences  of  PPS 
for  beneficiaries,  hospitals  and  their  employees, 
and  government.  It  also  more  broadly  discusses  the 
effects  of  major  recent  changes  in  health  care,  of 
which  PPS  is  a  part  but  not  necessarily  a  cause. 
The  report  considers  issues  related  to  ambulatory 
care,  changes  in  the  organization  and  financial 
condition  of  hospitals,  national  health  care,  and 
Medicare  expenditures.  Critical  policy  issues  like 
long-term  care  and  coverage  of  the  uninsured  have 
also  been  considered  in  the  report. 

In  addition,  Congress  has  asked  ProPAC  to  com- 
plete a  variety  of  special  studies.  Most  are  related 
to  specific  PPS  hospital  payment  policy,  while 
some  expand  the  Commission's  focus  to  other 
areas.  Significant  Commission  resources  have  re- 
cently been  devoted,  for  example,  to  preparing  a 
special  congressional  report  on  prospective  pay- 
ment for  outpatient  surgery.  This  report.  Medicare 
Payment  for  Hospital  Outpatient  Surgery,  The  Views 
of  the  Prospective  Payment  Assessment  Commis- 
sion, will  be  submitted  to  Congress  by  April  1, 
1989. 

Finally,  ProPAC  is  concerned  about  the  bifurca- 
tion of  Medicare  policy,  as  reflected  in  the  division 
of  the  program  into  Part  A  and  Part  B.  Since  its 
beginning,  Medicare's  payment  policy  and  benefits 
have  been  defined  primarily  on  the  basis  of  acute 
care  needs,  focusing  especially  on  the  need  for 
inpatient  hospital  care  and  physician  services.  In 
the  intervening  years,  the  practice  of  medicine  has 
changed,  new  technologies  have  been  introduced, 
and  treatment  sites  have  evolved.  These  changes 
suggest  that  it  is  time  to  reexamine  the  partitioning 
of  Medicare  into  two  parts. 

PPS  experience  indicates  that  when  expenditures 
are  controlled  in  one  setting,  they  increase  in 
other,  less  controlled  settings.  Thus  there  is  need 
to  focus  on  linkages  between  policy  governing 
Medicare  reimbursement  systems.  ProPAC  and  the 


Physician  Payment  Review  Commission  therefore 
recently  established  a  liaison  subcommittee,  with 
three  members  from  each  group,  to  facilitate  the 
exchange  of  information  and  coordinate  the  work 
of  both  commissions.  The  subcommittee  will  iden- 
tify areas  of  mutual  or  overlapping  interest  and 
foster  staff  and  commissioner  collaboration  where 
appropriate . 

PPS  ASSESSMENT  AND 
CURRENT  ISSUES 

After  five  years  of  operation,  the  Medicare  pro- 
spective payment  system  has  met  many  of  its 
original  goals.  It  was  implemented  quickly,  al- 
though the  transition  to  national  payments  was 
accomplished  over  five  years.  As  its  framers  in- 
tended, PPS  has  established  the  Federal  govern- 
ment as  a  more  prudent-some  hospitals  might 
argue  overzealously  prudent-purchaser  of  health 
care  services.  The  system  has  provided  some  in- 
centives for  management  efficiency,  flexibility,  in- 
novation, planning,  and  control.  Some  observers 
might  argue  that  those  incentives  are  not  strong 
enough,  while  others  might  hold  they  are  too 
strong  and  will  adversely  affect  quality  of  care. 

At  various  points  throughout  this  five-year  pe- 
riod, certain  incentives  have  been  altered  by  policy 
changes.  Some  goals  have  been  met;  others  show 
mixed  results.  And  some  unanticipated  problems 
have  resulted  that  must  be  resolved  in  the  future. 
But  on  balance,  the  Commission  is  generally 
pleased  with  the  implementation  and  functioning 
of  the  system. 

Indeed,  the  first  five  years  have  proven  that  PPS 
is  flexible  enough  to  accommodate  change  when 
necessary.  Like  any  radical  departure  from  the 
past,  the  system  requires  ongoing  refinement,  re- 
view, monitoring,  and  assessment  involving  the 
hospital  industry  and  its  employees,  the  Depart- 
ment of  Health  and  Human  Services,  ProPAC,  and 
the  beneficiaries  themselves.  Here,  then,  are  some 
observations  from  the  Commission  at  the  five-year 
mark. 

On  the  positive  side,  hospitals  have  not  charged 
beneficiaries  for  services  beyond  statutory  require- 
ments already  in  effect.  Rates  of  increase  in  total 
expenditures  in  the  inpatient  setting  have  moder- 
ated, although  per-case  costs  continue  to  increase 
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rapidly.  Much  more  research  on  quality  of  care  is 
necessary.  Thus  far,  however,  the  Commission  has 
not  found  evidence  of  substantial  or  systematic 
changes  in  the  quality  of  care  received  by  Medicare 
hospital  patients  since  PPS  implementation. 

An  increasing  number  of  hospitals  have  closed 
in  recent  years.  This  is  due  to  decreases  in  hospital 
occupancy,  increasing  constraints  on  hospital  reve- 
nue, and  other  factors  that  are  not  well  understood. 
The  closure  of  hospitals  that  are  underutilized  or 
have  longstanding  financial  problems  is  not  unex- 
pected. Additional  study  is  necessary,  however,  to 
better  understand  the  patterns  of  closures  and  the 
impact  on  access  to  services  by  Medicare  bene- 
ficiaries. 

As  for  increasing  efficiency  and  productivity, 
the  results  are  mixed.  Although  PPS  has  probably 
lowered  the  rate  of  increase  in  Medicare  inpatient 
hospital  expenditures,  total  inflation-adjusted  ex- 
penditures for  all  Medicare  services  continue  to 
rise  at  about  the  same  rate  seen  for  the  past  ten 
years.  Hospital  costs  per  case  continue  to  increase 
at  higher  rates.  In  fact,  the  leveling-off  of  inpatient 
expenditures  is  due  primarily  to  declining  admis- 
sions, which  cannot  be  attributed  to  PPS  incen- 
tives. Nevertheless,  PPS  has  encouraged  reductions 
in  length  of  stay  and  other  efficiency  improvements, 
particularly  during  its  early  years. 

Several  original  goals  clearly  have  not  been  met, 
but  the  Commission  does  not  believe  this  should 
be  alarming.  In  fact,  one  could  argue  that  PPS  is 
just  now  beginning  to  stabilize  and  to  have  its 
major  effects.  Data  and  analysis  are  now  available 
to  make  more  informed  policy  decisions  than  in 
1983. 

Policy  makers  intended  the  system  to  be  easily 
understood  and  simple  to  administer.  This  has  not 
been  the  case.  Hospital  reporting  burdens  are  a 
persistent  problem,  and  may  have  increased  as  the 
system  has  become  more  complex.  Yet  in  order  to 
foster  equity  among  hospitals,  complexity  is  re- 
quired. Without  cost  reporting,  additional  adjust- 
ments, and  complicated  alterations,  some  hospitals 
would  have  been  disadvantaged  under  the  system. 
Had  this  occurred,  the  broader  goals  of  beneficiary 
access  and  quality  of  care  would  clearly  have 
suffered.  So  on  balance,  the  Commission  main- 


tains that  failure  to  meet  some  of  the  goals  related 
to  simplicity  is  an  acceptable  tradeoff. 

In  addition  to  the  goals  that  have  yet  to  be 
fulfilled,  several  factors  that  were  unanticipated  or 
not  discussed  in  the  legislative  debate  and  the 
implementation  of  the  statute  remain  troublesome. 

First  is  the  large  increase  in  expenditures  in 
areas  other  than  inpatient  hospital  care.  Decreased 
inpatient  hospital  use  has  been  accompanied  by 
substantial  acceleration  of  expenditures  in  outpa- 
tient, ambulatory,  and  alternative  sites.  This  is  true 
for  both  the  Medicare  program  and  the  entire 
health  care  system.  Thus,  there  has  been  a  substan- 
tial shift  in  the  way  health  care  dollars  have  been 
spent  during  the  1980s,  without  an  apparent  change 
in  the  overall  spending  trend.  In  addition,  this  shift 
has  been  away  from  hospitals,  where  there  are 
longstanding  quality  review  programs,  to  sites 
where  there  is  little  or  no  quality  review. 

Despite  the  efforts  of  the  health  care  industry, 
government,  and  private  sector  payers  to  contain 
health  care  spending,  the  growth  in  aggregate  ex- 
penditures has  not  changed.  The  consequences  of 
an  inability  to  moderate  the  growth  in  health  care 
spending  are  difficult  to  untangle,  but  in  many 
significant  areas  needs  are  not  being  met.  These 
include  paying  for  health  services  for  the  millions 
of  Americans  who  lack  financial  protection  against 
the  cost  of  illness,  as  well  as  for  long-term  care 
services. 

These  more  global  considerations  may  suggest 
that  the  battle  is  being  won  but  the  war  lost. 
Perhaps,  having  met  many  of  the  original  goals  of 
PPS,  goals  for  cost  containment  need  to  be  exam- 
ined more  broadly.  This  would  require  considering 
the  system  as  a  whole  and  looking  beyond  individ- 
ual pieces  of  the  health  care  delivery  system  like 
the  hospital. 

Another  unanticipated  development  has  been  the 
more  directive  role  assumed  by  Congress,  which 
sometimes  further  complicates  the  decision-making 
process.  Whether  this  type  of  involvement  is  re- 
garded as  positive  or  negative,  it  usually  results  in 
clear  final  decisions.  On  the  other  hand,  it  has 
occasionally  led  to  such  problems  as  a  major  delay 
in  updating  payment  policies  and  amounts.  This 
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delay  has  left  hospitals  without  the  information 
they  need  to  plan  and  budget  for  upcoming  years, 
negating  one  of  the  primary  goals  of  the  system: 
predictability  and  efficient  management  and  plan- 
ning. 

Finally,  after  five  years  of  careful  monitoring 
and  analysis,  the  Commission  is  particularly  mind- 
ful of  the  continuing  and  critical  need  for  timely 
and  accurate  information,  especially  cost  data.  An 
important  recommendation  in  this  report  calls  for 
improving  the  cost  data  available  from  hospitals 
because  of  its  usefulness  in  policy  analysis  and 
decision  making.  The  Commission  believes  that 
the  role  of  the  Medicare  Cost  Report  (MCR)  is 
changing  from  that  of  a  reimbursement  tool  to  that 
of  a  vital  information  source  for  payment  policy 
development  and  evaluation. 

The  Commission  believes  that  future  PPS  policy 
agendas  are  important.  After  five  years,  it  might 
appear  that  a  smaller  expenditure  of  resources  and 


effort  is  appropriate  for  maintaining  and  updating 
the  system.  On  the  contrary,  the  Commission  thinks 
continued  effort  is  required. 

In  addition  to  continuing  to  refine  the  system, 
some  basic  questions  should  probably  be  included 
on  the  future  PPS  agenda.  Among  these  are  a 
reexamination  of  some  of  the  original  goals  and 
policy  decisions.  The  components  of  the  payment 
formula,  together  with  the  methods  used  to  update 
payments,  should  continue  to  be  reviewed.  Numer- 
ous changes  in  interrelated  payment  components 
suggest  a  need  for  studying  the  total  payment 
formula  and  amounts  at  some  point  in  the  future. 
Questions  about  the  equitable  distribution  of  pay- 
ments between  and  among  hospital  types  could  be 
more  fully  considered  at  this  time. 

In  the  next  chapter,  the  Commission  presents  its 
recommendations  for  continued  modification  of  the 
system  in  fiscal  year  1990. 


Chapter  2 

Recommendations 


23 


Chapter  2 

Recommendations 


The  Commission's  recommendations  for  fiscal 
year  1990  are  the  result  of  an  ongoing  process  of 
agenda  setting,  information  collection,  analysis, 
and  deliberation.  ProPAC  selects  issues  for  consid- 
eration to  conform  with  its  statutory  mission  and  to 
contribute  to  an  open  policy  debate  on  matters  of 
substantial  importance  to  beneficiaries,  hospitals, 
and  the  Medicare  program. 

ProPAC 's  analysis  and  decision  making  are 
guided  by  a  set  of  interrelated  priorities.  These 
priorities  provide  the  underlying  basis  for  the  Com- 
mission's recommendations  on  updating  the  pay- 
ment rates  and  improving  PPS.  They  include: 

•  Ensuring  beneficiary  access  to  high-quality 
health  care; 

•  Encouraging  hospital  productivity  and  long- 
term  cost-effectiveness; 

•  Promoting  equity  in  the  distribution  of  pay- 
ments to  hospitals; 

•  Facilitating  innovation  and  appropriate  techno- 
logical change; 

•  Maintaining  stability  for  providers,  consum- 
ers, and  other  payers;  and 

•  Making  decisions  based  on  reliable,  timely 
data  and  information. 

The  Commission  has  developed  a  process  and 
guidelines  for  identifying  and  analyzing  issues  re- 
lated to  its  responsibilities.  Once  the  Commission 
establishes  its  policy  agenda,  ProPAC  staff  pro- 
vides analyses  that  enable  the  Commissioners  to 
make  informed  decisions  about  appropriate  changes 
to  PPS.  The  resulting  recommendations  reflect  the 
collective  judgment  of  the  17  Commissioners. 


Some  recommendations,  such  as  those  pertain- 
ing to  the  annual  update  of  payment  rates,  will  be 
repeated  in  similar  format  every  year.  In  other 
instances,  the  Commission  has  reconsidered  and 
amplified  or  modified  past  recommendations  on 
the  basis  of  new  evidence.  In  addition,  certain 
issues  were  examined  for  which  no  recommenda- 
tions were  developed.  Because  these  issues  receive 
little  or  no  attention  elsewhere  in  the  report,  they 
are  briefly  discussed  later  in  this  chapter. 

Concern  for  reducing  the  Federal  deficit  and 
attaining  a  balanced  budget  continued  to  dominate 
public  policy  debates  while  these  recommenda- 
tions were  being  developed.  Although  ProPAC  did 
not  explicitly  take  budgetary  concerns  into  ac- 
count, the  recommendations  were  developed  in 
recognition  of  a  constrained  fiscal  environment. 
Furthermore,  the  Commission  believes  that  budget- 
ary pressures  intensify  the  need  to  address  distri- 
butional and  technical  payment  issues  that  may 
bear  on  the  quality  of  care  furnished  to  Medicare 
beneficiaries. 

Recommendations  made  previously,  but  not  yet 
implemented  by  the  Secretary,  are  still  in  effect. 
For  example,  the  Commission  considers  it  impor- 
tant for  the  Secretary  to  implement  the  recommen- 
dations concerning  the  definitions  of  labor  market 
areas  and  evaluation  of  Sole  Community  Hospital 
policies,  even  though  there  are  no  additional  rec- 
ommendations on  these  topics  this  year. 

The  following  discussion  presents  an  overview 
of  the  Commission's  17  recommendations  for  fis- 
cal year  1990.  The  full  text  and  discussion  of  each 
recommendation  follow  the  overview.  Background 
information,  statistical  analyses,  and  alternative  op- 
tions considered  are  in  Appendix  A  and  in  the 
ProPAC  technical  reports  listed  in  Appendix  B. 
The  issue  areas  addressed  by  the  Commission  this 
year  are: 
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•  Updating  PPS  payments, 

•  Adjustments  to  the  PPS  payment  formula, 

•  Data  collection  and  measurement, 

•  Quality  of  care, 

•  Rural  hospitals,  and 

•  Payment  for  ambulatory  surgery. 


OVERVIEW  OF  THE  COMMISSION'S 
RECOMMENDATIONS  FOR  FISCAL 
YEAR  1990 

Updating  PPS  Payments 

In  making  recommendations  on  the  update  fac- 
tor, the  Commission  is  required  by  the  PPS  statute 
to: 

.  .  .  take  into  account  changes  in  the  hospital 
market  basket  .  .  . ,  hospital  productivity,  tech- 
nological and  scientific  advances,  the  quality 
of  care  provided  in  hospitals  (including  the 
quality  and  skill  level  of  professional  nursing 
required  to  maintain  quality  care),  and  long- 
term  cost-effectiveness  in  the  provision  of 
inpatient  services. 

The  Commission  must  report  its  recommenda- 
tions on  the  update  factor  to  the  Secretary  of 
Health  and  Human  Services  no  later  than  March  1 
of  each  year,  and 

.  .  .  taking  into  consideration  the  recommen- 
dations of  the  Commission,  the  Secretary 
shall  recommend  ...  an  appropriate  change 
factor  .  .  .  which  will  take  into  account 
amounts  necessary  for  the  efficient  and  effec- 
tive delivery  of  medically  appropriate  and 
necessary  care  of  high  quality. 

Since  fiscal  year  1986,  Congress  has  set  the 
update  factor  through  legislation.  ProPAC  and  the 
Department  of  Health  and  Human  Services  (HHS) 
are  thus  advisers  to  Congress  on  aggregate  pay- 
ment increases  under  PPS.  Nevertheless,  the  Sec- 
retary has  an  opportunity  to  evaluate  ProPAC's 


recommendations  before  the  HHS  proposed  update 
is  published  in  regulations. 

Recommendation  1  reflects  the  Commission's 
overall  judgment  of  the  appropriate  change  in  the 
level  of  PPS  prices  for  fiscal  year  1990  based  on 
currently  available  data.  The  Commission  recom- 
mends a  5.0  percent  increase  for  urban  hospitals  in 
large  MSAs,  a  4.5  percent  increase  for  other  urban 
hospitals,  and  a  5.6  percent  increase  for  rural 
hospitals.  The  weighted  average  of  these  updates  is 
4.9  percent.  The  update  factor  may  change  as  new 
data  are  received  before  the  final  rules  for  fiscal 
year  1990  are  published.  The  Commission  will 
publicize  any  revisions  to  its  recommendation  on 
the  update  factor  during  the  rulemaking  period. 

In  Recommendation  2,  the  Commission  ex- 
presses its  belief  that  the  internal  (hospital  indus- 
try) wage  portion  of  the  market  basket  should  be 
increased  to  better  account  for  changes  in  hospital 
labor  compensation.  Measurement  of  the  wage  and 
benefit  component  of  the  market  basket  should  be 
based  50  percent  on  the  Employment  Cost  Index 
(ECI)  compensation  series  for  hospitals.  This 
change  would  raise  the  internal  portion  of  the 
market  basket  from  16  to  33  percent. 

Recommendation  3  is  the  discretionary  adjust- 
ment factor  (DAF),  which  consists  of  a  combined 
allowance  for  scientific  and  technological  advance- 
ment and  productivity  improvement  goals.  The 
Commission  decided  that  the  net  effect  of  these 
two  factors  on  the  update  should  be  zero. 

Recommendation  4  is  an  adjustment  for  case- 
mix  change  that  incorporates  three  components. 
These  components  allow  payments  to  rise  for  in- 
creases in  patient  resource  requirements,  but  not 
for  changes  in  medical  record  coding  practices. 
Based  on  available  data,  the  Commission  believes 
that  the  net  effect  of  these  components  on  the 
update  should  be  -0.7  percent. 

Recommendation  5  modifies  an  update  factor 
component  introduced  in  1987.  At  that  time,  the 
Commission  recommended  a  5.4  percent  average 
reduction  in  the  standardized  amounts,  to  be  phased 
in  over  a  three-year  period.  The  recommended 
reduction  was  based  on  an  examination  of  first- 
year  PPS  cost  data,  which  showed  that  actual  costs 


27 


were  substantially  below  the  projected  costs  on 
which  first-year  payments  were  based. 

The  Commission  recommends  a  0.8  percent 
reduction  to  the  urban  standardized  amounts  for 
fiscal  year  1990,  with  no  reduction  to  the  rural 
standardized  amount.  The  updates  hospitals  re- 
ceived in  fiscal  years  1988  and  1989  suggest  that 
most  of  the  recommended  5.4  percent  average 
reduction  has  been  accomplished  by  congressional 
action.  Only  this  adjustment  to  the  urban  standard- 
ized amounts  is  needed  to  complete  the  reduction. 

Recommendation  6  proposes  that  urban  hospi- 
tals in  MSAs  with  more  than  1  million  people 
receive  a  0.5  percent  higher  update  than  other 
urban  hospitals.  In  its  December  1988  report  to 
Congress  recommending  this  differential  urban  up- 
date, ProPAC  also  advises  that  a  broad  review  of 
PPS  payment  equity,  including  the  effects  of  geo- 
graphic cost  variation,  should  be  undertaken. 

Recommendation  7  satisfies  the  Commission's 
statutory  obligation  to  recommend  an  update  factor 
for  hospitals  and  distinct-part  units  of  hospitals 
excluded  from  PPS.  These  hospitals  and  units 
continue  to  be  paid  on  a  reasonable  cost  basis, 
subject  to  limits  on  increases  in  reimbursement  per 
case.  Based  on  current  market  basket  forecasts,  the 
Commission  recommends  a  6.3  percent  update  in 
the  limits  for  children's  hospitals  and  units,  and  a 
6.2  percent  update  in  the  limits  for  psychiatric, 
rehabilitation,  and  long-term  hospitals  and  units. 


Adjustments  to  the  PPS  Payment  Formula 

In  Recommendations  8  and  9,  the  Commission 
expresses  its  continued  concern  with  technical  im- 
provements to  the  calculation  of  PPS  payments. 
Such  improvements  will  distribute  payments  more 
equitably  among  hospitals  and  lower  the  risk  of 
access  and  quality  problems  for  beneficiaries. 

The  indirect  medical  education  adjustment  was 
designed  to  compensate  hospitals  for  costs  that  are 
not  otherwise  recognized  in  PPS  payments.  ProPAC 
has  previously  expressed  its  belief  that  this  adjust- 
ment should  regularly  be  assessed  with  current 
data  to  monitor  the  impact  of  teaching  activity  on 
Medicare  costs.  In  Recommendation  8,  therefore, 
the  Commission  advises  that  the  Secretary  seek 


legislation  to  reduce  the  indirect  medical  education 
adjustment  from  its  current  level  of  7.7  percent  to 
6.6  percent  for  fiscal  year  1990.  This  reduction 
should  be  implemented  in  budget  neutral  fashion. 
ProPAC  will  continue  to  examine  the  relationship 
between  teaching  effort  and  Medicare  cost  per 
case. 

The  Commission  believes  the  modifications  in 
the  outlier  payment  methodology  that  were  imple- 
mented during  fiscal  year  1990  represent  an  im- 
provement in  the  payment  system.  In  Recommen- 
dation 9,  the  Commission  expresses  its  belief  that 
the  Secretary  should  continue  to  examine  methods 
for  improving  the  effectiveness  of  outlier  payment. 
ProPAC  will  continue  its  own  examination  of  the 
policy  as  well,  based  on  evidence  that  indicates  the 
potential  for  further  improvements. 

Data  Collection  and  Measurement 

Recommendations  10  through  13  underscore  the 
importance  the  Commission  places  on  the  avail- 
ability of  timely  and  accurate  data  for  PPS,  and  its 
commitment  to  improving  patient  classification  and 
case-mix  measurement. 

The  Commission  believes  the  current  hospital 
wage  data  are  too  old  to  provide  an  accurate 
measure  of  current  relative  wage  levels.  In  Recom- 
mendation 10,  ProPAC  urges  the  Secretary  to  re- 
place these  data  with  more  current  information  and 
to  update  the  wage  index  for  fiscal  year  1990.  The 
Secretary  should  also  develop  permanent  mecha- 
nisms for  collecting  wage  data  and  updating  the 
wage  index  more  frequently. 

In  Recommendation  11,  the  Commission  reiter- 
ates its  belief  that  the  Medicare  Cost  Report  is  a 
vital  source  of  information  for  decision  making. 
The  Secretary  should  initiate  the  developmental 
work  necessary  to  facilitate  the  transition  of  the 
cost  report  from  a  reimbursement  tool  to  a  reliable 
and  timely  source  of  data. 

The  Commission  is  pleased  with  the  progress  of 
ongoing  efforts  to  improve  case-mix  measurement, 
and  particularly  with  the  Yale  University  project  to 
refine  the  DRG  system.  In  Recommendation  12, 
ProPAC  proposes  that  the  Secretary  make  a  thor- 
ough evaluation  of  the  potential  effects  this  posi- 
tive revision  might  have  on  all  aspects  of  PPS. 
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Recommendation  13  addresses  the  need  for 
reassignment  of  patients  with  Guillain-Barre 
Syndrome. 

Quality  of  Care 

Concern  for  beneficiary  welfare  enters  into  virtu- 
ally all  the  Commission's  deliberations  and  resul- 
tant recommendations.  In  addition,  many  of 
ProPAC's  resources  are  expended  on  assessing  the 
consequences  of  PPS  for  beneficiaries,  such  as 
studying  the  effects  of  the  system  on  access,  qual- 
ity, and  out-of-pocket  expenditures. 

In  Recommendation  14,  ProPAC  stresses  again 
the  importance  of  evaluating  the  impact  of  the  Peer 
Review  Organizations  (PROs)  on  quality  of  care. 
The  Commission  is  especially  concerned  about  the 
adequacy  of  the  PRO  generic  quality  screens.  In 
addition,  the  Secretary  should  continue  to  develop 
improved  methods  of  inpatient  and  outpatient  qual- 
ity review  as  well  as  mechanisms  to  monitor  qual- 
ity of  care  throughout  the  course  of  an  episode  of 
illness. 

Rural  Hospitals 

The  adequacy  of  payment  under  PPS  to  small, 
isolated  rural  hospitals  continues  to  concern  the 
Commission.  In  Recommendation  15,  however, 
ProPAC  indicates  concern  that  the  problems  faced 
by  rural  hospitals  cannot  be  solved  exclusively  by 
the  Medicare  program.  The  Commission  recommends 
that  the  Secretary  continue  the  Department-wide 
research  and  policy  agenda,  broadly  addressing 
both  the  financing  and  organization  of  rural  health 
care. 

Ambulatory  Surgery  Payment 

The  Omnibus  Budget  Reconciliation  Act  of  1986 
requires  the  Secretary  to  develop  and  report  to 
Congress  on  a  prospective  payment  system  for 
hospital  outpatient  surgical  procedures.  In  OBRA 
1987,  Congress  further  requires  the  Secretary  to 
solicit  the  views  of  ProPAC  in  developing  outpa- 
tient payment  policy  and  to  include  these  views  in 
his  reports.  Consequently,  the  Commission  pro- 
vides its  views  on  ambulatory  surgery  payment  in 
Recommendations  16  and  17.  A  full  report  on  this 
topic  will  be  submitted  by  the  Commission  by 
April  1,  1989. 


As  presented  in  Recommendation  16,  the  Com- 
mission believes  that  payment  for  the  facility  com- 
ponent of  hospital  outpatient  surgery  should  be 
entirely  prospective  and  updated  annually.  The  rate 
should  be  based  on  a  blend  of  hospital-specific 
costs,  average  hospital  costs,  and  the  rate  paid  to 
freestanding  ambulatory  surgery  centers.  Budget 
neutrality  should  be  maintained  in  setting  the  rates. 
In  Recommendation  17,  the  Commission  advises 
that  the  Part  B  coinsurance  required  of  beneficiar- 
ies for  hospital  ambulatory  surgery  should  be  lim- 
ited to  20  percent  of  the  payment  amount  allowed 
by  Medicare. 

OTHER  ISSUES  CONSIDERED  BY 
THE  COMMISSION 

The  Commission  addressed  several  issues  that 
did  not  lead  to  recommendations.  These  were  re- 
lated to  new  and  changing  technologies  and  prac- 
tice patterns,  and  to  equity  of  payment  among 
hospital  groups. 

New  and  Changing  Technologies  and 
Practice  Patterns 

In  previous  reports,  the  Commission  recom- 
mended making  adjustments  in  DRG  assignment 
or  payment  for  cases  involving  cardiac  pacemak- 
ers, penile  prostheses,  implantable  defibrillators, 
cochlear  implants,  and  magnetic  resonance  imag- 
ing (MRI).  The  Secretary  has  made  some  adjust- 
ments related  to  implantable  defibrillators,  but  no 
others. 

Concerns  that  financial  incentives  are  limiting 
access  to  certain  new  technologies  continue  to  be 
brought  to  the  attention  of  the  Commission. 
ProPAC  remains  convinced  that  payment  consider- 
ations should  not  inhibit  hospitals  from  providing 
patients  access  to  appropriate  quality-enhancing 
technologies.  The  Commission  will  therefore  con- 
tinue to  examine  the  use  of  these  technologies  and 
to  recommend  payment  adjustments  where  appro- 
priate. 

Significant  changes  are  occurring  in  the  evalua- 
tion and  treatment  of  patients  with  acute  myocar- 
dial infarction.  The  Commission  will  continue  to 
examine  the  appropriateness  of  the  current  classifi- 
cation of  these  patients,  including  the  use  of  throm- 
bolytic agents,  cardiac  catheterization,  and  other 
therapeutic  interventions. 
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ProPAC's  analysis  of  total  parenteral  nutrition 
(TPN)  identified  only  a  small  number  of  Medicare 
patients  receiving  this  therapy.  It  appears  that  TPN 
is  underreported.  This  may  be  because  the  code  for 
it  is  new,  because  the  code  does  not  influence 
payment,  or  because  the  number  of  procedures  that 
can  be  reported  on  the  hospital  billing  form  is 
limited.  Nevertheless,  limited  evidence  indicates 
that  TPN  patients  are  very  costly  to  care  for  com- 
pared with  other  patients  in  the  same  DRGs.  ProPAC 
will  continue  to  investigate  this  topic. 

In  a  preliminary  analysis,  ProPAC  found  that  the 
use  of  magnetic  resonance  imaging  is  widespread 
across  DRGs.  The  patients  receiving  this  diagnos- 
tic procedure  have  higher  than  average  charges 
within  the  most  commonly  affected  DRGs.  The 
analysis  of  this  topic,  however,  is  also  limited  by 
deficiencies  in  coding.  ProPAC  will  continue  to 
analyze  MRI  usage  and  its  impact  on  inpatient 
costs  and  payment  equity. 

An  analysis  of  the  use  of  low  osmolality  contrast 
media  agents  found  that  this  technology  has  a  small 
incremental  cost  impact  across  a  number  of  DRGs. 
The  Commission  included  this  technology  in  the 
science  and  technology  component  of  the  discre- 
tionary adjustment  factor,  and  will  continue  to 
monitor  its  diffusion. 

ProPAC  studied  several  other  technologies  and 
concluded  that  the  current  DRG  assignments  are 
adequate.  Analyses  of  arterial  reconstructive  (limb 
salvage)  surgery,  chemotherapy,  and  inflammatory 
bowel  disease  did  not  identify  substantial  payment 
inequities.  The  Health  Care  Financing  Administra- 
tion's (HCFA)  restructuring  of  the  DRGs  for  upper 
extremity  procedures  (DRGs  223,  224,  228,  and 
229)  was  found  to  be  adequate,  although  certain 
procedures  of  the  shoulder  and  elbow  would  have 
been  better  retained  in  DRG  224.  Finally,  the  small 
number  of  cases  identified  with  malignant  external 
otitis  had  higher  than  average  resource  use.  How- 
ever, the  Commission  believes  that  these  patients 
are  increasingly  being  coded  with  the  principal 
diagnosis  of  osteomyelitis,  which  appropriately  re- 
sults in  higher  payment. 

Further  detail  regarding  these  investigations  is 
found  in  the  ProPAC  technical  report,  Analyses  of 
DRG  Classification  and  Assignment,  which  is  being 
published  simultaneously  with  this  report  to  the 
Secretary. 


Payment  Equity  Issues 

Wages  in  Puerto  Rico  are  relatively  low.  As  a 
result,  the  Commission  is  concerned  about  the 
appropriateness  of  using  the  national  portion  of 
labor  costs  rather  than  a  locally  derived  standard 
for  determining  PPS  payment  levels  in  this  area. 
Puerto  Rican  hospitals  are  in  their  second  year  of 
participation  in  PPS,  and  the  Commission  will 
monitor  the  adequacy  of  payment  to  them  as  more 
information  becomes  available. 

Concern  has  been  raised  that  hospitals  with  high 
Medicare  utilization  may  be  more  vulnerable  than 
other  hospitals  because  they  have  limited  ability  to 
supplement  Medicare  payments  from  other  sources. 
The  Commission  thus  plans  to  monitor  the  rela- 
tionship between  the  proportion  of  Medicare  pa- 
tients and  financial  performance  under  PPS. 


RECOMMENDATIONS  FOR  FISCAL 
YEAR  1990 

Updating  PPS  Payments 

Recommendation  1:  Amount  of  the  Update 
Factor  for  PPS  Hospitals 

For  fiscal  year  1990,  the  standardized 
amounts  should  be  updated  by  the  follow- 
ing factors: 

•  The  projected  increase  in  the  modified 
PPS  market  basket  as  recommended  by 
ProPAC,  currently  estimated  at  5.7  per- 
cent; 

•  A  positive  adjustment,  currently  esti- 
mated at  0.6  percent,  to  correct  for  errors 
in  the  fiscal  year  1989  market  basket  fore- 
cast; 

•  A  discretionary  adjustment  factor  of  0.0 
percentage  points; 

•  A  net  -0.7  percent  adjustment  for  case- 
mix  change; 

•  A  -0.8  percent  adjustment  for  urban 
hospitals  to  reflect  first-year  PPS  cost 
information;  and 
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•  A  differential  update  for  urban  hospitals 
in  MSAs  with  more  than  1  million  people, 
accomplished  by  a  +0.2  percent  ad- 
justment for  these  hospitals  and  a  -0.3 
percent  adjustment  for  other  urban  hos- 
pitals. 

This  recommendation  reflects  the  Commis- 
sion's judgment  about  the  appropriate  in- 
crease in  the  level  of  PPS  prices  for  fiscal 
year  1990.  It  assumes  that  the  Commis- 
sion's other  concerns  regarding  the  payment 
formula  and  the  DRG  weighting  factors 
are  also  addressed  in  the  fiscal  year 
1990  payment  rates. 

The  Commission's  recommendation  would  re- 
sult in  an  estimated  4.9  percent  average  update 
factor  for  fiscal  year  1990.  This  is  a  weighted 
average  of  an  estimated  update  of  5.0  percent  for 


urban  hospitals  in  large  MSAs,  4.5  percent  for 
other  urban  hospitals,  and  5.6  percent  for  rural 
hospitals.  The  numerical  amount  of  the  Commis- 
sion's update  factor  recommendation  is  likely  to  be 
modified  as  more  current  market  basket  forecasts 
become  available.  The  components  of  the  Com- 
mission's update  factor  recommendation  are  sum- 
marized in  Table  1. 

In  the  Commission's  judgment,  the  recom- 
mended update  factor  reflects  the  amounts  neces- 
sary to  encourage  the  efficient  provision  of  hospital 
care,  while  maintaining  access  to  quality  care  by 
Medicare  beneficiaries.  ProPAC  is  aware  that  re- 
cent shortages  of  nurses  and  other  specialized  hos- 
pital personnel  have  led  to  wage  increases  for 
hospital  workers  that  have  not  been  specifically 
recognized  in  PPS  payments.  Hospitals  also  face 
substantial  constraints  on  other  Medicare  payments. 
These  issues  were  taken  into  account  in  the  Com- 
mission's recommendations. 


Table  1.  Estimated  PPS  Update  Factors  for  Fiscal  Year  1990  Under  ProPAC 
Recommendations 


Total  Update  Factor 

Average  update  factor    4.9% 

Large  urban   5.0 

Other  urban   4.5 

Rural   5.6 


Components  of  the  Update  Factor 

Components  applied  to  all  hospitals: 


Fiscal  year  1990  market  basket  forecast    5.7% 

Correction  for  fiscal  year  1989  forecast  errorb   0.6 

Components  of  discretionary  adjustment  factor 

Scientific  and  technological  advancement0  

Productivity0   

Total  discretionary  adjustment  factor   0.0 

Case-mix  change 

Total  DRG  case-mix  index  change   -3.0 

Real  DRG  case-mix  index  change   1.5 

Within-DRG  patient  complexity   0.8 

Net  adjustment  for  case-mix  change    -0.7 

Components  applied  to  urban  hospitals  only: 

Third-year  phased  reduction  to  standardized  amounts 

Adjustment  for  large  urban  areas   -0.8 

Adjustment  for  other  urban  areas   -0.8 


Urban  population  differential 

Adjustment  for  large  urban  areas   0.2 

Adjustment  for  other  urban  areas   -0.3  

Forecast  of  ProPAC-recommended  PPS  market  basket  by  Data  Resources,  Inc. 

The  market  basket  forecast  used  for  the  fiscal  year  1989  update  was  5.4  percent.  The  most  recent  fiscal  year  1989  forecast  is  6.1  percent. 
The  full  difference  is  not  adjusted  because  no  correction  is  made  for  errors  in  forecasting  hospital  industry  wages. 
In  the  Commission's  judgment,  the  added  costs  for  scientific  and  technological  advancement  should  be  funded  by  increases  in  hospital 
productivity.  Therefore,  these  components  of  the  update  factor  sum  to  zero. 
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The  Commission  believes  it  appropriate  that 
rural  hospitals  receive  a  higher  update  factor  than 
urban  hospitals.  In  Recommendation  15,  the  Com- 
mission addresses  broader  rural  hospital  issues. 


The  5.7  percent  estimated  market  basket  in- 
crease for  fiscal  year  1990  is  based  on  the  most 
recent  forecasts  available  from  Data  Resources, 
Inc.  (DRI).  The  Health  Care  Financing  Adminis- 
tration has  always  used  DRI  forecasts  to  update  the 
PPS  standardized  amounts.  The  Commission  is 
aware  that  alternative  forecasts  have  been  used  in 
the  Federal  budget  estimates,  but  believes  that  DRI 
forecasts  should  be  used  to  implement  the  PPS 
update  factor.  While  all  forecasts  are  subject  to 
error,  DRI  produces  the  most  detailed  forecasts  of 
changes  in  prices  of  goods  and  services  that  hospi- 
tals purchase.  In  Recommendation  2,  the  Commis- 
sion proposes  a  modification  to  the  treatment  of 
wages  in  the  PPS  market  basket.  The  5.7  percent 
forecast  reflects  this  recommendation. 


The  Commission's  recommended  average  4.9 
percent  update  factor  will  lead  to  an  increase  of 
more  than  4.9  percent  in  the  average  per-case 
payment  during  fiscal  year  1990  (see  Table  2). 
Historically,  PPS  per-case  payments  have  risen 
faster  than  the  update  factor,  primarily  because  of 
changes  in  the  mix  of  patients.  An  increasing 
proportion  of  patients  assigned  to  higher-weighted 
DRGs  has  led  to  a  rise  in  the  average  DRG  weight, 
and  therefore  increased  payments. 


It  is  difficult  to  predict  the  per-case  payment 
increase  for  fiscal  year  1990  due  to  uncertainties 
about  case-mix  index  change.  But  if  the  overall 
fiscal  year  1990  case-mix  index  increase  were  2.5 
percent  as  estimated  by  the  Congressional  Budget 
Office,  and  no  other  changes  affecting  the  level  of 
payments  were  made,  the  average  increase  in  per- 
case  PPS  payments  to  hospitals  under  the  Commis- 
sion's recommendation  would  be  7.4  percent. 
ProPAC  expects  that  a  large  portion  of  revenue 
increase  associated  with  case-mix  change  would  be 
offset  by  the  additional  costs  of  treating  sicker 
patients.  The  discussion  language  accompanying 
Recommendation  4  provides  further  information  on 
how  case-mix  change  affects  hospital  revenue  and 
costs. 


Table  2.  Estimated  Fiscal  Year  1990  Average 
Increase  in  Per-Case  PPS  Payments 
Under  ProPAC  Recommendations 

PPS  update  factor  4.9% 
Estimated  case-mix  index  change*  2.5 
Total  increase  in  average  PPS  payments+  7.4 

*  Congressional  Budget  Office  estimate. 

+  Most  of  the  increase  in  payments  resulting  from  case-mix  index  change  would  be 
offset  by  the  increased  costs  of  treating  sicker  patients. 


In  addition  to  the  effect  of  the  update  factor,  the 
PPS  standardized  amounts  will  increase  as  a  result 
of  the  Commission's  proposed  change  in  the  indi- 
rect medical  education  adjustment.  In  Recommen- 
dation 8,  the  Commission  proposes  reducing  this 
adjustment  from  7.7  percent  to  6.6  percent  in  a 
budget  neutral  fashion.  That  is,  the  Commission 
believes  part  of  the  additional  payments  made  to 
teaching  hospitals  is  no  longer  appropriate  and 
should  be  redistributed  among  all  hospitals.  ProPAC 
estimates  that  the  urban  standardized  amounts  will 
increase  by  0.7  percent  and  the  rural  amount  by 
0.1  percent  if  Recommendation  8  is  implemented. 
Total  payments  to  hospitals  would  not  be  affected, 
however,  since  payments  to  teaching  hospitals 
would  be  reduced.  Aggregate  per-case  payments  to 
major  teaching  hospitals  would  be  cut  by  1.9 
percent  and  payments  to  other  teaching  hospitals 
by  0. 1  percent. 

The  rationale  for  the  components  of  the  Com- 
mission's proposed  update  factor  is  presented  in 
Recommendations  2  through  5  and  accompanying 
discussions.  Under  current  law,  all  hospitals  would 
receive  a  fiscal  year  1990  PPS  update  equal  to  the 
increase  in  the  market  basket.  Adoption  of  the 
Commission's  update  recommendation  would  there- 
fore require  legislative  action. 

Recommendation  2:  Market  Basket  Structure 

The  Commission  believes  the  hospital  in- 
dustry wage  portion  of  the  market  basket 
should  be  increased  to  better  reflect  changes 
in  hospital  and  other  labor  markets.  The 
wage  and  benefit  component  of  the  market 
basket  should  be  measured  using  50  per- 
cent Employment  Cost  Index  compensation 
series  for  hospital  workers  and  50  percent 
non-hospital  ECI  compensation  series 


32 


reflecting  the  types  of  employees  hospitals 
hire.  The  Commission  also  encourages  the 
development  of  an  ECI  compensation  se- 
ries specific  to  hospital  professional  and 
technical  workers. 


This  recommendation  would  change  the  current 
construction  of  the  hospital  occupational  index 
used  in  the  market  basket  to  measure  changes  in 
wages.  More  weight  would  be  given  to  wage  trends 
unique  to  the  hospital  industry.  Skill  mix  changes, 
however,  would  no  longer  affect  market  basket 
increases.  Currently,  the  effect  of  inflation  on 
hospital  wages  is  measured  by  a  combination  of 
hospital  industry  and  economy-wide  wage  mea- 
sures. Hospital  wages  are  about  30  percent  of  the 
wage  component. 

The  Commission  believes  that  the  current  mar- 
ket basket  gives  inadequate  recognition  to  the 
unique  characteristics  of  the  hospital  labor  market. 
The  Commission  does  not  believe,  however,  that 
inflationary  pressure  on  wages  should  be  repre- 
sented in  the  market  basket  solely  by  measures  of 
hospital  response  to  those  pressures.  Rather,  giv- 
ing equal  weight  to  hospital  and  non-hospital  wage 
measures  would  appropriately  reflect  changes  in 
the  labor  markets  where  hospitals  must  establish 
their  wage  and  benefit  levels. 

Specifically,  the  Commission  recommends  that 
50  percent  of  the  hospital  occupational  index 
should  be  represented  by  an  internal  (hospital  in- 
dustry) wage  measure,  the  Employment  Cost  Index 
compensation  series  for  hospital  workers.  The  other 
50  percent  should  be  measured  by  a  combination 
of  external  (non-hospital)  ECI  compensation  series 
reflecting  the  types  of  employees  hospitals  hire. 
The  current  market  basket  uses  ECIs  that  measure 
only  changes  in  wages.  Under  this  recommenda- 
tion, ECIs  that  combine  wages  and  benefits  would 
be  used. 

This  recommendation  would  increase  the  inter- 
nal wage  share  of  the  hospital  occupational  index 
to  50  percent.  Because  employee  compensation  is 
about  67  percent  of  the  overall  market  basket, 
internal  proxies  would  make  up  about  33  percent 
of  the  overall  market  basket  weights.  The  fiscal 
year  1 990  market  basket  increase  under  this  recom- 
mendation is  now  estimated  at  5.7  percent. 


Currently,  changes  in  professional  and  technical 
workers'  wages  are  measured  by  a  50/50  blend  of 
internal  and  external  wage  proxies.  The  blend  is  50 
percent  Average  Hourly  Earnings  (AHE)  for  non- 
supervisory  hospital  workers  and  50  percent  ECI 
for  professional  and  technical  workers.  All  other 
employee  categories  are  measured  using  only  ex- 
ternal wage  proxies.  About  30  percent  of  the  total 
market  basket  wage  component  is  measured  using 
an  internal  wage  proxy.  The  overall  internal  proxy 
share  is  about  16  percent. 

The  current  50/50  blend  of  internal  and  external 
wage  proxies  for  professional  and  technical  work- 
ers wages  is  technically  imprecise.  The  AHE  in- 
cludes changes  in  wages  for  other  types  of  hospital 
employees,  such  as  secretaries  and  service  work- 
ers. The  contribution  of  wage  changes  for  profes- 
sional and  technical  workers  used  in  the  market 
basket  is  thus  understated.  To  be  a  true  50/50 
blend,  either  a  hospital  professional  and  technical 
worker  wage  proxy  would  need  to  be  developed  or 
the  internal  wage  proxy  would  have  to  be  applied 
to  the  appropriate  categories  of  workers.  In  the 
case  of  the  AHE,  this  would  be  all  nonsupervisory 
hospital  workers.  In  the  case  of  the  ECI  for  hospi- 
tals, this  would  be  all  hospital  employees. 

The  Commission  believes  it  is  inconsistent  to 
treat  benefits  differently  from  wages  in  the  market 
basket  since  they  are  both  part  of  an  employee's 
total  compensation.  Some  hospitals,  for  example, 
are  allowing  employees  to  trade  their  benefits  for  a 
higher  salary.  In  this  example,  total  compensation 
would  not  increase,  but  the  current  construction  of 
the  market  basket  would  recognize  this  as  a  wage 
increase. 

ProPAC  therefore  recommends  combining  the 
wage  and  benefit  categories  into  a  single  compen- 
sation category.  The  ECI  compensation  series 
should  be  used  to  measure  changes  in  this  new 
category.  The  ECI  effectively  covers  all  employee 
compensation  expenses:  wages,  benefits,  and  bo- 
nuses. The  wage  and  benefit  coverage  is  more 
complete  than  the  wage  and  benefit  price  proxies 
currently  used  in  the  market  basket.  The  new 
category  should  be  assigned  a  new  weight  reflect- 
ing this  expanded  coverage  of  hospital  inputs. 

An  ECI  for  hospitals  has  recently  been  devel- 
oped, as  ProPAC  suggested  in  1985.  In  many 
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respects  the  ECI  for  hospitals  is  preferable  to  the 
AHE.  First,  unlike  the  AHE,  it  holds  skill  mix 
constant.  This  is  consistent  with  the  construction 
of  the  rest  of  the  market  basket,  which  has  fixed 
weights  for  each  non-wage  component. 

Second,  the  ECI  for  hospitals  is  more  inclusive; 
it  covers  all  types  of  hospital  personnel,  as  well  as 
both  public  and  private  hospitals.  The  AHE,  on  the 
other  hand,  includes  only  nonsupervisory  employ- 
ees in  private  hospitals.  While  these  exclusions 
from  the  AHE  may  not  significantly  affect  changes 
in  the  market  basket,  the  broader  coverage  of  the 
ECI  for  hospitals  is  technically  preferable. 

The  Commission  also  recommends  that  an  ECI 
component  for  professional  and  technical  hospital 
workers  be  developed.  Reliable  data  of  this  nature 
will  permit  more  detailed  analysis  of  wages  and 
benefits  for  nurses  and  other  employees  unique  to 
the  health  care  setting. 

A  number  of  potential  technical  improvements 
in  the  PPS  market  basket  should  be  investigated. 
They  are  related  to  certain  types  of  hospital  ex- 
penses that  the  market  basket  does  not  appear  to 
measure  effectively. 

In  particular,  the  use  and  per  unit  cost  of  con- 
tract labor  by  hospitals  has  grown  significantly  over 
the  past  few  years.  Because  contract  labor  ex- 
penses are  included  in  the  "Other  Fees"  component 
of  the  market  basket,  virtually  none  of  this  growth 
was  captured.  Most  of  the  expenses  in  the  "Other 
Fees"  component  are  for  contract  labor,  particu- 
larly contract  nurses.  The  price  proxy  used  for  the 
"Other  Fees"  weight  is  the  ECI  for  professional 
and  technical  workers,  which  includes  very  little 
contract  labor. 

It  may  be  possible  to  develop  a  price  proxy  that 
better  reflects  changes  in  contract  labor  expenses. 
Such  a  proxy  should  be  consistent  with  other  price 
proxies  used  in  the  market  basket.  For  example, 
average  hourly  contract  labor  expense  would  be 
one  possible  price  proxy.  Another  alternative  would 
be  to  reclassify  contract  labor  into  the  new  com- 
pensation category  recommended  by  the  Commis- 
sion. The  weight  for  the  category  could  be  in- 
creased as  appropriate. 


By  suggesting  consideration  of  technical  issues, 
the  Commission  does  not  mean  to  propose  any 
departure  from  the  market  basket  as  an  input  price 
index.  Rather,  it  is  suggested  only  that  certain 
input  prices,  and  the  proportions  of  goods  and 
services  that  they  represent  in  the  market  basket, 
might  be  measured  better  than  the  current  market 
basket  permits.  Further,  certain  inputs  might  be 
grouped  in  expense  categories  where  they  more 
appropriately  belong.  As  always,  the  Commission 
would  be  glad  to  work  with  the  Secretary  in 
accomplishing  these  technical  improvements. 

Recommendation  3:  Discretionary  Adjustment 
Factor 

For  fiscal  year  1990,  the  net  allowance  for 
scientific  and  technological  advancement 
and  productivity  improvement  in  the  dis- 
cretionary adjustment  factor  should  be 
zero. 

The  discretionary  adjustment  factor  incorporates 
particular  considerations  outlined  in  the  statute 
establishing  PPS  that  relate  to  scientific  and  tech- 
nological advancement  and  hospital  productivity 
improvement.  For  fiscal  year  1990,  ProPAC  did  not 
attempt  to  quantify  these  components.  The  data  led 
the  Commission  to  conclude  that  reasonable  ranges 
of  the  positive  scientific  and  technological  ad- 
vancement adjustment  and  the  negative  productiv- 
ity improvement  adjustment  are  roughly  equal. 

The  individual  adjustments  for  scientific  and 
technological  advancement  and  hospital  productiv- 
ity improvement  are  discussed  below. 

Scientific  and  Technological  Advancement- 

The  scientific  and  technological  advancement 
allowance  is  a  future-oriented  policy  target.  It 
provides  additional  funds  for  hospitals  to  improve 
services  by  adopting  quality-enhancing,  cost- 
increasing  health  care  advances. 

As  stated  in  previous  reports,  the  Commission 
believes  that  advances  resulting  in  greater  hospital 
efficiency  do  not  require  a  special  allowance  since 
they  should  lower  hospital  costs.  The  effects  of 
cost-decreasing  technologies  are  considered  im- 
plicitly in  the  productivity  target. 
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The  policy  target  must  ultimately  be  based  on 
judgment  since  it  is  impossible  to  enumerate  all 
the  technologies  that  meet  the  Commission's  criteria 
for  inclusion  and  to  define  their  costs  precisely.  In 
order  to  develop  a  more  informed  judgment,  how- 
ever, the  Commission  examines  a  set  of  the  most 
important  new  technologies  and  scientific  develop- 
ments. Rough  estimates  of  the  system  wide  cost  of 
the  adoption  of  these  new  technologies  assist  the 
Commission  in  its  assessment  of  the  increment 
appropriately  added  to  the  payment  base  for  hospi- 
tal care. 

Based  on  this  examination,  ProPAC  estimates 
that  the  standardized  amounts  would  need  to  be 
increased  by  0.3  percent.  This  estimate  includes 
the  effects  of  substituting  new  for  existing  technol- 
ogies. In  the  Commission's  judgment,  the  adjust- 
ment should  also  be  somewhat  higher  than  this 
amount  to  account  for  new  technologies  and 
changes  in  practice  patterns  not  considered  in  its 
analysis. 

The  Commission's  recommendation  presumes 
that,  during  fiscal  year  1990,  hospitals  will  be  able 
to  finance  part  of  their  expenditures  for  new  tech- 
nologies from  productivity  gains.  It  further  presumes 
that  Medicare  capital  payments  will  be  sufficient 
to  accommodate  capital  expenses  associated 
with  the  implementation  of  cost-effective  new  tech- 
nologies and  treatments.  Finally,  the  allowance  for 
real  case-mix  change  finances  part  of  the  expense 
associated  with  cost-increasing,  patient-related 
practice  pattern  changes. 

Hospital  Productivity-The  productivity  allow- 
ance in  the  DAF  is  also  a  future-oriented  target. 
Substantial  gains  in  productivity  were  achieved  by 
hospitals  after  the  initiation  of  PPS.  Since  then, 
there  have  been  declines  in  real  case-mix  adjusted 
productivity  in  each  of  the  last  three  years.  Never- 
theless, ProPAC  believes  it  is  appropriate  to  expect 
hospitals  to  achieve  modest  productivity  gains  dur- 
ing the  coming  year.  The  Commission  also  deter- 
mined that  the  Medicare  program  should  not  subsi- 
dize decreases  in  productivity. 

The  Commission  believes  that  the  costs  of  scien- 
tific and  technological  advancement  may  be  fi- 
nanced by  productivity  gains.  The  recommended 
adjustment  assumes  productivity  gains  that  are  at 
least  twice  the  range  of  likely  cost  increases  for 


new  technology.  This  reflects  the  Commission's 
policy  that  productivity  gains  should  be  shared 
roughly  equally  by  the  Medicare  program  and  the 
hospital  industry. 

Recommendation  4:  Adjustments  for  Case-Mix 
Change 

For  fiscal  year  1990,  the  PPS  standardized 
amounts  should  be  reduced  by  0.7  percent 
to  account  for  increased  payments  from 
case-mix  index  change.  This  adjustment 
reflects: 

•  A  3.0  percent  reduction  for  the  estimated 
case-mix  index  change  during  fiscal  year 
1989, 

•  A  positive  allowance  of  1.5  percent  for 
real  across-DRG  case-mix  index  change 
during  fiscal  year  1989,  and 

•  A  positive  allowance  of  0.8  percent  for 
within-DRG  case-complexity  change  dur- 
ing fiscal  year  1989. 

The  Commission  urges  the  Secretary  to 
continue  research  that  will  help  measure 
the  components  of  case-mix  change  in  light 
of  its  importance  for  hospital  payments. 

The  Commission  believes  that  hospital  payments 
should  compensate  hospitals  for  increases  in  pa- 
tient care  resource  requirements.  Some  of  this 
change  is  measured  by  increases  in  the  case-mix 
index,  which  reflects  the  distribution  of  cases 
across  DRGs.  This  is  real  across-DRG  case-mix 
index  change.  The  CMI  also  increases  because  of 
changes  in  medical  record  documentation  or  cod- 
ing practices.  Although  coding  changes,  or  up- 
coding,  can  result  in  more  accurate  and  complete 
information  on  the  medical  record,  it  is  not  real 
case-mix  change  because  it  does  not  reflect  changes 
in  patient  care  requirements.  It  is  not  appropriate, 
therefore,  for  payments  to  increase  because  of 
upcoding. 

Another  component  of  real  case-mix  change, 
within-DRG  case-complexity  change,  is  not  mea- 
sured in  the  CMI.  This  component  reflects  in- 
creases in  patient  care  requirements  that  are  not 
captured  by  the  DRGs.  Hospitals  are  not 
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automatically  paid  for  this  portion  of  real  case-mix 
change.  There  must  be  an  allowance  in  the  update 
for  hospitals  to  receive  added  compensation. 

The  Commission's  recommendation  on  the  ad- 
justment to  hospital  payments  for  case-mix  change, 
therefore,  has  three  components.  The  first  compo- 
nent is  a  negative  adjustment  for  the  CMI  increase 
from  the  previous  year.  This  is  removed  from  the 
payment  base  because  it  includes  the  effects  of 
upcoding.  Two  positive  allowances  are  then  made 
for  real  case-mix  change.  Total  real  case-mix 
change  is  the  sum  of  across-DRG  case-mix  index 
change  and  within-DRG  case-complexity  change. 
This  recommendation  allows  hospitals  increased 
payments  for  real  changes  in  the  resources  used  to 
treat  patients,  but  not  for  changes  in  medical  re- 
cord documentation  and  coding  practices. 

The  estimate  for  CMI  change  during  1989  is 
based  on  preliminary  data  from  HCFA.  The  CMI 
in  1988  increased  by  about  3.6  percent,  a  signifi- 
cantly higher  change  than  in  1987.  Based  on  this 
estimate  and  trends  in  prior  CMI  growth,  ProPAC 
projects  that  the  CMI  change  in  1989  will  be  3.0 
percent. 

The  estimate  for  real  across-DRG  CMI  change  is 
based  in  part  on  information  from  a  recent  study  of 
real  case-mix  change  sponsored  by  HCFA  and 
ProPAC.  Using  medical  records  collected  by  the 
SuperPRO,  the  contractor  reabstracted  the  data 
from  1986  and  1987,  applying  consistent  coding 
techniques.  By  comparing  the  reabstracted  data 
with  coded  data  originally  submitted  by  the  hospi- 
tals, the  contractor  determined  that  approximately 
three-quarters  of  the  observed  CMI  change  for  the 
cases  studied  over  this  period  was  real.  This  study 
is  discussed  in  more  detail  in  Appendix  A. 

These  findings  overestimate  the  real  case-mix 
change  for  all  cases  in  fiscal  year  1987  for  two 
reasons.  First,  the  data  in  the  study  are  incom- 
plete. Data  that  come  in  later  in  the  year  generally 
represent  higher- weighted  DRGs  and,  therefore, 
raise  the  CMI.  Second,  the  study  did  not  control 
for  changes  in  the  information  on  the  medical 
record.  Evidence  indicates  that  physicians  and 
health  care  providers  are  supplying  more  detailed 
data  on  the  medical  record,  which  can  lead  to  CMI 
increases. 


In  addition,  applying  these  results  to  the  1989 
data  yields  a  lower  proportion  of  real  case-mix 
change.  The  total  amount  of  CMI  change  for  1989 
is  considerably  higher  than  the  amount  observed 
during  the  study  period.  ProPAC  believes  the  main 
reason  for  the  higher  rate  of  change  was  the  sub- 
stantial DRG  Grouper  changes  in  1988.  CMI 
change  resulting  from  Grouper  changes  is  not  re- 
lated to  increased  patient  resource  requirements. 
Therefore,  the  Commission  reduced  the  estimate  of 
the  real  portion  of  CMI  change  to  1.5  percent  in 
1989. 

The  estimate  for  within-DRG  case-complexity 
change  is  based  on  another  recent  study.  The 
contractor  developed  a  range  estimate  of  within- 
DRG  case-complexity  change  for  1984  through 
1987  by  applying  two  alternative  patient  classifica- 
tion systems  to  Medicare  discharge  data,  while 
holding  the  DRG  constant.  Over  this  period  the 
contractor  estimated  that  patient  complexity  in- 
creased between  4.4  and  7.1  percent.  Change  from 
1986  to  1987  accounted  for  0.8  to  1.0  percentage 
points  of  this  increase.  This  trend  was  applied  to 
the  1989  data  to  yield  a  case-complexity  change 
estimate  of  0.8  percent.  This  study  is  discussed  in 
more  detail  in  Appendix  A. 

ProPAC  has  determined  that  during  the  first  five 
years  of  PPS,  CMI  change  increased  hospital  pay- 
ments more  than  the  annual  updates  and  all  other 
policy  changes  affecting  payments  combined. 
Given  the  importance  of  case-mix  change  and  the 
failure  of  CMI  change  to  diminish  as  much  as 
expected  over  time,  the  Commission  is  committed 
to  maintaining  its  research  efforts  to  understand 
this  phenomenon.  The  Commission  found  the  in- 
formation from  the  jointly  funded  medical  record 
reabstraction  study  to  be  valuable  in  making  its 
recommendation  and  in  understanding  case-mix 
change.  The  Commission,  therefore,  urges  HCFA 
to  maintain  an  ongoing  examination  of  case-mix 
change  using  the  reabstraction  methodology. 

Recommendation  5:  Adjustment  to  the  Level 
of  the  Urban  Standardized  Amounts 

The  update  factor  for  fiscal  year  1990 
should  include  an  adjustment  to  lower  the 
urban  standardized  amounts  by  0.8  per- 
cent. No  reduction  should  be  applied  to  the 


36 


rural  standardized  amount.  The  reduction 
is  the  final  portion  of  a  three-year  phased 
adjustment  previously  recommended  by  the 
Commission.  It  reflects  the  Commission's 
judgment  of  how  information  on  average 
Medicare  costs  per  case  from  the  first  year 
of  PPS  should  be  incorporated  into  the 
update  factor. 

This  recommendation  follows  Commission  judg- 
ments described  in  earlier  reports.  In  its  April 
1987  report,  the  Commission  recommended  a  re- 
duction to  the  standardized  amounts.  At  that  time, 
ProPAC  also  recommended  phasing  in  the  reduc- 
tion over  a  three-year  period,  beginning  in  fiscal 
year  1988.  In  its  March  1988  report,  the  Commis- 
sion upheld  its  judgment,  but  modified  the  level  of 
the  remaining  reduction.  The  Commission  contin- 
ues to  believe  that  the  reduction  is  appropriate. 
Due  to  recent  congressional  action,  however,  this 
year's  recommendation  also  modifies  the  amount 
of  the  adjustment  for  the  final  year  of  the  phase  in. 

The  Commission's  original  recommendation 
stemmed  from  a  review  of  data  from  the  first  year 
of  PPS.  ProPAC  recalculated  the  standardized 
amounts  by  replacing  updated  1981  costs  per  case 
with  first-year  PPS  costs  per  case.  The  newly 
recalculated  amounts  were,  on  average,  12.3  per- 
cent lower:  13.0  percent  for  urban  hospitals  and 
7.6  percent  for  rural  hospitals. 

In  developing  its  original  recommendation  for  a 
negative  adjustment  to  the  standardized  amounts, 
the  Commission  considered  several  factors.  First, 
part  of  the  differential  represents  the  costs  of 
preadmission  or  post-discharge  services  that  for- 
merly were  provided  during  the  inpatient  stay  but 
are  now  delivered  at  other  sites.  Inasmuch  as  the 
costs  of  these  services  are  covered  elsewhere  in  the 
Medicare  program,  ProPAC  thinks  that  this  part  of 
the  differential  should  be  removed  from  the  pay- 
ment rates  rather  than  shared  with  the  hospital 
industry.  Moreover,  errors  in  projecting  costs  and 
changes  in  hospital  accounting  practices  may  ac- 
count for  part  of  the  differential. 

The  treatment  of  productivity  gains  was  the 
second  factor  considered  by  the  Commission.  As 
with  its  previous  update  recommendations,  ProPAC 
maintained  that  the  portion  of  the  differential  at- 
tributed to  productivity  gains  should  be  shared 


between  the  hospital  industry  and  the  Medicare 
program.  Finally,  the  Commission  considered  the 
extent  to  which  relatively  low  update  factors  in 
fiscal  years  1986  and  1987  already  accounted  for 
part  of  Medicare's  share  of  the  cost  differential. 

After  considering  these  factors,  the  Commission 
recommended  that  5.4  percent  of  the  12  percent 
cost  differential  be  removed  from  the  standardized 
amounts  over  a  three-year  period.  The  annual  re- 
duction would  be  1.9  percent  for  urban  hospitals 
and  1.1  percent  for  rural  hospitals. 

In  its  March  1988  report,  the  Commission 
revised  the  level  of  the  adjustment  to  reflect 
congressional  action  in  setting  fiscal  year  1988 
payment  rates.  ProPAC  believes  that  in  legislating 
the  updates  for  fiscal  year  1988,  the  Congress 
implicitly  adjusted  for  more  than  one-third  of  the 
Commission's  total  recommended  reduction.  As  a 
result,  the  Commission  recommended  an  annual 
reduction  for  fiscal  years  1988  and  1989  averaging 
1.1  percent:  1.2  percent  for  urban  hospitals  and 
0.8  percent  for  rural  hospitals. 

This  year's  recommendation  upholds  the  previ- 
ous Commission  actions,  but  further  revises  the 
level  of  the  adjustment  for  fiscal  year  1990.  The 
revision  accounts  for  the  update  factor  hospitals 
received  for  fiscal  year  1989.  ProPAC  believes  that 
in  legislating  an  update  factor  that  was  lower  than 
the  one  it  recommended,  the  Congress  implicitly 
accounted  for  more  than  the  Commission's  recom- 
mended reduction  for  fiscal  year  1989. 

After  considering  the  fiscal  year  1989  update 
factor,  the  Commission  recommends  that  no  fur- 
ther reduction  be  applied  to  the  rural  standardized 
amount.  Last  year,  ProPAC  anticipated  that  there 
would  be  a  0.4  percent  reduction  remaining  to  be 
incorporated  in  the  fiscal  year  1990  update  for 
rural  hospitals.  But  the  fiscal  year  1989  update 
factor  for  rural  hospitals  already  captured  this  re- 
maining adjustment.  Thus,  the  entire  3.3  percent 
reduction  originally  recommended  for  rural  hospi- 
tals has  been  incorporated  into  the  payment  rates. 

For  urban  hospitals,  however,  the  Commission 
recommends  incorporating  a  reduction  of  0.8  per- 
cent into  the  update  factor  for  fiscal  year  1990. 
Last  year,  ProPAC  anticipated  that  there  would  be  a 
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1.2  percent  reduction  remaining  to  be  applied  in 
the  fiscal  year  1990  urban  hospital  update.  Be- 
cause the  fiscal  year  1989  urban  hospital  update 
captured  0.4  percent  of  this  amount,  the  adjustment 
remaining  for  fiscal  year  1990  is  0.8  percent. 
Incorporating  this  amount  would  complete  the  entire 
5.7  percent  reduction  the  Commission  originally 
recommended  for  urban  hospitals. 

The  disparate  effects  that  recommendations  like 
this  one  have  across  hospitals  continue  to  concern 
the  Commission.  An  across-the-board  adjustment 
may  have  a  detrimental  effect  on  some  hospitals, 
while  others  could  absorb  a  larger  reduction. 
Distributional  concerns  have  become  even  more 
important  as  hospital  operating  margins  are  falling. 
The  Commission  will  continue  to  recommend 
improvements  in  the  PPS  payment  formula  and 
examine  other  factors  that  might  cause  financial 
difficulties  for  particular  types  of  hospitals. 

Recommendation  6:  Additional  Update  for 
Hospitals  in  Large  Urban  Areas 

For  fiscal  year  1990,  urban  hospitals  in 
Metropolitan  Statistical  Areas  with  more 
than  1  million  people  should  receive  an 
update  0.5  percent  higher  than  hospi- 
tals in  other  MSAs.  This  should  be  accom- 
plished by  a  0.2  percent  increase  to  the 
standardized  amount  for  large  urban  areas 
combined  with  a  0.3  percent  reduction  to 
the  other  urban  standardized  amount. 

The  higher  costs  of  hospitals  located  in 
large  urban  areas  are  not  fully  recognized 
by  current  PPS  payment  policy.  Because  a 
differential  update  factor  is  an  imprecise 
method  of  adjustment,  more  research 
should  be  undertaken  to  further  the  under- 
standing of  the  sources  of  higher  costs  in 
these  areas.  Simultaneously,  a  broad  re- 
view of  PPS  payment  equity  should  be 
undertaken,  including  consideration  of 
overlap  among  current  payment  adjust- 
ments. 

PPS  accounts  for  most,  but  not  all,  the  differ- 
ence in  costs  observed  between  hospitals  in  large 
urban  areas  and  other  urban  hospitals.  Adjustments 
are  made  for  variations  in  DRG  case  mix,  area 
wage  differences,  teaching  effort,  and  low-income 
patient  share. 


Because  the  source  of  the  remaining  cost  differ- 
ences is  not  fully  understood,  a  differential  urban 
update  factor  by  MSA  population  should  be  contin- 
ued. The  goal  of  separate  updates  is  to  bring  the  20 
percent  per-case  PPS  payment  differential  between 
these  groups  closer  to  the  23  percent  per-case  cost 
differential. 

For  fiscal  year  1990,  ProPAC  recommends  an 
urban  hospital  update  differential  of  0.5  percent. 
The  Commission  believes  that  adjustments  to  im- 
prove the  equity  of  PPS  payments  should  not 
change  total  payments  to  hospitals.  Therefore,  the 
0.5  percent  differential  update  recommendation  is 
accomplished  by  a  positive  0.2  percent  adjustment 
for  hospitals  in  large  urban  areas,  combined  with  a 
negative  0.3  percent  adjustment  for  other  urban 
hospitals.  This  combination  will  increase  payments 
to  hospitals  in  large  urban  areas  relative  to  other 
urban  hospitals  without  substantially  affecting  either 
total  PPS  payments  or  the  relationship  between 
average  urban  and  rural  payments.  The  Commission 
will  consider  the  appropriateness  of  continuing  the 
urban  update  differential  on  an  annual  basis  as  part 
of  its  update  factor  recommendation. 

ProPAC  recognizes  that  separate  updates  for  hos- 
pitals in  large  and  small  MSAs  is  a  crude  method 
to  address  cost  differences.  Nevertheless,  its  re- 
view of  the  data  did  not  suggest  a  better  way  to 
define  MSA  population  categories  or  to  otherwise 
adjust  for  the  cost  differences.  Research  must  con- 
tinue to  attempt  to  identify  which  factors  associ- 
ated with  MSA  size  account  for  the  cost  variation. 

Data  reviewed  by  the  Commission  suggesting 
that  additional  payments  may  not  be  justified  for 
hospitals  in  the  largest  MSAs  raise  some  particu- 
larly complex  issues.  Even  after  accounting  for 
their  higher  costs,  hospitals  in  MSAs  with  at  least 
5.0  million  people  receive  PPS  payments  that  are 
relatively  generous  compared  with  payments  to 
other  urban  hospitals.  Further  analysis  should  ex- 
amine variation  within  this  group  of  hospitals,  the 
extent  to  which  MSA  boundary  definitions  contrib- 
ute to  the  findings,  and  whether  a  population  of 
5.0  million  is  the  most  meaningful  threshold.  Such 
analysis  should  also  address  the  extent  to  which 
relatively  high  payments  to  these  hospitals  result 
from  the  current  levels  of  PPS  adjustments  for 
indirect  teaching,  low-income  patient  share,  and 
outlier  cases.  Any  consideration  of  a  policy  to  treat 
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hospitals  in  these  largest  MSAs  different  from 
hospitals  in  other  large  urban  areas  must  take  into 
account  the  potential  impact  of  such  a  policy  on 
continued  access  to  care  by  Medicare  beneficiaries. 

The  distribution  of  PPS  payments  among  hospi- 
tals has  become  more  important  now  that  the 
transition  to  national  average  rates  is  complete. 
Moreover,  equity  issues  will  become  increasingly 
critical  to  PPS  policy  as  constraints  on  Medicare 
spending  continue.  Medicare's  prospective  pay- 
ment system  includes  a  series  of  adjustments  in- 
tended to  ensure  that  payments  to  hospitals  are 
equitable.  The  adjustments  are  imprecise,  in  part 
because  the  variation  in  costs  is  not  fully  under- 
stood. 

Thus,  ProPAC's  efforts  to  examine  the  appropri- 
ateness of  specific  PPS  payment  adjustments  will 
continue.  The  Commission  will  further  investigate 
and  comment  on  specific  issues  related  to  the 
indirect  teaching  and  disproportionate  share  adjust- 
ments, the  area  wage  index,  outlier  payment  pol- 
icy, and  case-mix  measurement  issues.  The  overlap 
and  interaction  among  these  PPS  payment  adjust- 
ments will  also  be  examined. 

The  equity  of  PPS  payments  should  be  consid- 
ered more  broadly  as  well.  Many  of  the  issues 
discussed  in  this  report  are  not  limited  to  distinc- 
tions based  on  MSA  population.  For  example, 
hospital  costs  vary  between  core  and  ring  areas 
within  MSAs,  by  region,  and  by  bed  size.  Re- 
search must  continue  to  improve  understanding  of 
why  certain  hospital  characteristics  are  associated 
with  higher  costs,  and  which  characteristics  are 
most  appropriately  recognized  in  the  payment 
system. 

A  complete  examination  of  hospital  payment 
equity  should  go  beyond  studies  of  PPS  payment 
policies.  Many  other  factors  contribute  to  the  over- 
all financial  condition  of  hospitals.  The  Medicare 
program  should  not  be  expected  to  solve  all  finan- 
cial problems  facing  the  hospital  industry.  But 
other  issues  potentially  affecting  continued  access 
to  hospital  care  for  all  Americans  should  not  be 
ignored. 

More  complete  analysis  and  discussion  of  the 
issues  addressed  by  this  recommendation  appear  in 


ProPAC's  report  to  the  Congress,  Separate  PPS 
Payment  Rates  for  Hospitals  in  Large  Urban  Areas 
and  Other  Urban  Areas,  December  1988. 

Recommendation  7:  Update  Factor  for 
Excluded  Hospitals  and  Distinct-Part  Units 

For  fiscal  year  1990,  the  target  rate  of 
increase  for  excluded  hospitals  and  distinct- 
part  units  should  be  determined  separate 
from  the  PPS  update  factor.  The  rehabili- 
tation, psychiatric,  and  long-term  facilities' 
target  rate  of  increase  should  reflect  the 
projected  increase  in  the  hospital  market 
basket  for  these  hospitals  corrected  for  fis- 
cal year  1989  forecast  error.  The  target 
rate  of  increase  for  children's  hospitals 
should  reflect  the  projected  rate  of  in- 
crease in  the  PPS  hospital  market  basket 
corrected  for  forecast  error. 

Based  on  the  Commission's  most  current  infor- 
mation, the  recommended  rate  of  increase  for  psy- 
chiatric, rehabilitation,  and  long-term  facilities 
would  be  6.2  percent  for  fiscal  year  1990.  The 
recommended  increase  for  children's  hospitals 
would  be  6.3  percent. 

The  Commission's  update  factor  recommenda- 
tion for  PPS-excluded  hospitals  and  distinct-part 
units  is  determined  primarily  by  projected  increases 
in  the  market  baskets  for  these  facilities.  ProPAC 
continues  to  believe  that  the  rates  of  increase 
should  include  a  correction  for  substantial  errors 
(those  that  equal  or  exceed  0.25  percentage  points) 
made  in  the  previous  year's  forecast. 

The  Commission  maintains  that,  for  most  ex- 
cluded hospitals  and  distinct-part  units,  the  market 
basket  should  be  different  from  the  PPS  market 
basket.  Although  the  differences  between  the  two 
forecasts  are  now  marginal,  this  may  not 
always  be  the  case.  Therefore,  it  is  important  to 
continue  to  forecast  separate  market  baskets  so  that 
future  differences  can  be  captured.  In  addition, 
ProPAC  urges  the  Secretary  to  continue  studying 
the  feasibility  of  developing  separate  market  bas- 
kets for  excluded  rehabilitation  and  psychiatric  fa- 
cilities. The  Commission  still  believes  that  the  PPS 
market  basket  is  appropriate  for  children's  hospitals. 
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ProPAC  has  also  developed  a  discretionary  ad- 
justment factor  for  excluded  facilities.  This  DAF 
includes  allowances  for  scientific  and  technological 
advancement  and  productivity  improvement.  These 
allowances  are  both  future-oriented  targets.  The 
scientific  and  technological  advancement  factor  re- 
flects ProPAC  s  judgment  on  the  financial  require- 
ments for  hospitals  to  implement  quality-enhancing 
but  cost-increasing  technologies.  The  productivity 
factor  reflects  achievable  productivity  gains  result- 
ing from  the  cost  containment  incentives  inherent 
in  the  target  rate  of  increase  limits. 

Analyses  of  these  factors  led  the  Commission  to 
conclude  that  cost  increases  due  to  scientific  and 
technological  advancement  should  be  offset  by 
productivity  improvement.  Therefore,  the  DAF  is 
set  at  zero  for  fiscal  year  1990. 

The  Commission's  recommended  update  is  en- 
tirely dependent  on  fiscal  year  1990  market  basket 
forecasts  and  corrections  for  errors  in  the  fiscal 
year  1989  market  basket  forecasts.  The  market 
basket  forecast  used  to  set  fiscal  year  1989  targets 
was  5.4  percent.  The  most  recent  forecast  for  fiscal 
year  1989  is  5.9  percent,  or  0.5  percentage  points 
higher  than  the  original  amount. 

Using  the  Commission's  methodology  of  cor- 
recting for  errors  in  forecasts  of  market  basket 
components  external  to  hospitals,  the  forecast  error 
correction  factor  is  0.4  percent.  This  amount, 
added  to  the  current  excluded  market  basket  fore- 
cast of  5.8  percent,  results  in  a  recommended  6.2 
percent  target  rate  of  increase  for  rehabilitation, 
psychiatric,  and  long-term  facilities.  Market  basket 
estimates  are  likely  to  be  modified  as  more  recent 
data  and  forecasts  become  available.  In  addition, 
the  forecast  for  fiscal  year  1990  exempt  market 
baskets  will  be  further  modified  as  a  result  of 
Recommendation  2. 

The  forecast  for  the  fiscal  year  1990  PPS  market 
basket  increase  is  5.7  percent.  The  forecast  error 
correction  factor  for  fiscal  year  1989  is  0.6  per- 
cent. Therefore,  the  recommended  target  rate  of 
increase  for  children's  hospitals  is  6.3  percent. 

The  Commission  continues  to  believe  that  ad- 
justments for  case-mix  change  are  inappropriate  for 
excluded  facilities.  Since  these  facilities  are  not 


reimbursed  on  the  basis  of  DRGs,  changes  in  case 
mix  do  not  influence  their  payments.  However, 
ProPAC  believes  that  an  examination  of  the  changes 
in  the  medical  care  needs  of  patients  in  these 
facilities  is  warranted. 

Finally,  the  Commission  believes  a  review  of  the 
impact  and  effectiveness  of  the  target  rate  of  in- 
crease limits  is  necessary.  ProPAC  will  begin  this 
evaluation  by  analyzing  data  related  to  changes  in 
costs  and  payments  for  excluded  facilities  and 
distinct-part  units.  The  Commission  will  report  its 
findings  in  its  June  1989  report  to  Congress,  Medi- 
care Prospective  Payment  and  the  American  Health 
Care  System. 

Adjustments  to  the  PPS  Payment  Formula 

Recommendation  8:  Indirect  Medical  Education 
Adjustment 

The  Commission  recommends  that  the  Sec- 
retary seek  legislation  to  reduce  the  indi- 
rect medical  education  adjustment  from  its 
current  level  of  7.7  percent  to  6.6  percent 
for  fiscal  year  1990.  This  reduction  should 
be  implemented  in  a  budget  neutral  fashion, 
with  the  savings  returned  to  all  hospitals 
through  corresponding  increases  in  the 
standardized  amounts. 

Under  PPS,  teaching  hospitals  receive  an  adjust- 
ment to  their  payments  based  on  their  level  of 
teaching  effort.  This  adjustment  recognizes  the 
higher  costs  of  teaching  hospitals  that  are  associ- 
ated with  teaching  effort.  Among  the  factors  con- 
tributing to  these  higher  costs  are  the  greater  use  of 
ancillary  services,  a  more  severely  ill  patient  mix, 
location  in  inner  cities,  and  a  more  costly  mix  of 
staffing  and  facilities. 

Decisions  to  modify  the  indirect  medical  education 
adjustment  should  be  based  on  several  important 
policy  considerations.  First,  the  medical  education 
adjustment  should  be  based  on  an  empirically 
derived  estimate  of  the  relationship  between  teach- 
ing effort  and  Medicare  cost  per  case,  using  the 
most  recent  cost  data  available.  At  this  time,  the 
Commission  supports  the  use  of  the  "payment 
model"  as  the  analytic  approach  to  estimate  the 
effect  of  teaching  effort  on  Medicare  cost  per  case. 
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A  second  consideration  is  that  of  equity  in  the 
distribution  of  payments  to  hospitals.  The  indirect 
medical  education  payment  adjustment  has  been 
funded  through  a  reduction  in  the  standardized 
amounts  paid  to  all  hospitals.  The  adjustment  rep- 
resents a  redistribution  of  payments  to  teaching 
hospitals  at  the  expense  of  payments  to  nonteaching 
hospitals.  A  reduction  in  the  level  of  the  teaching 
estimate,  therefore,  suggests  that  teaching  effort  is 
explaining  less  of  the  difference  in  the  costs  of 
teaching  compared  with  nonteaching  institutions 
than  the  current  level  of  the  adjustment  would 
suggest. 

In  order  to  ensure  equitable  distribution  of  pay- 
ments to  hospitals,  a  reduction  in  the  indirect 
medical  education  adjustment  should  be  accompa- 
nied by  a  redistribution  of  these  dollars  through 
corresponding  increases  in  the  basic  payment  to  all 
hospitals.  If  this  budget  neutrality  adjustment  is 
not  made,  then  the  average  payment  to  all  hospitals 
would  be  inappropriately  lowered. 

Another  factor  to  consider  is  the  financial  im- 
pact of  lowering  the  adjustment  for  teaching  hospi- 
tals. Analysis  has  shown  that  through  the  third  year 
of  PPS,  teaching  hospitals  had  significantly  higher 
PPS  margins  than  nonteaching  hospitals.  Examina- 
tion of  more  recent  data  on  overall  financial  status, 
however,  shows  that  major  teaching  hospitals  have 
considerably  lower  total  margins  when  compared 
to  other  teaching  and  nonteaching  hospitals.  Low- 
ering payments  to  teaching  hospitals  should  be 
weighed  in  light  of  the  impact  such  action  would 
have  on  the  quality  of  and  access  to  care  for 
Medicare  beneficiaries. 

Using  the  payment  model  and  1986  Medicare 
Cost  Report  data,  the  Commission  obtained  a 
teaching  estimate  of  4.4  percent.  Further  analysis 
revealed  that  reduction  of  the  medical  education 
adjustment  from  the  current  level  of  7.7  percent  to 
4.4  percent  would  have  a  dramatic  effect  on  pay- 
ments to  major  teaching  hospitals.  The  results 
of  ProPAC's  analysis  appear  in  Appendix  A. 

Concern  about  the  impact  of  precipitously  low- 
ering payments  to  teaching  hospitals  led  the  Com- 
mission to  recommend  only  one-third  of  the  total 
reduction  implied  by  the  current  estimate  of  4.4 
percent  this  year.  Further  reductions  in  future  years 


should  be  made  only  after  carefully  reevaluating 
the  models,  the  analytical  results,  and  the  impact 
such  changes  would  have  on  the  financial  position 
of  these  hospitals. 

The  Commission's  decision  not  to  recommend  a 
full  reduction  this  year  is  based  on  several  consid- 
erations: (1)  the  need  to  phase  in  any  substantial 
reduction  in  the  medical  education  adjustment,  (2) 
the  need  to  continue  to  examine  the  relationship 
between  teaching  effort  and  Medicare  cost  per 
case,  and  (3)  the  need  to  assess  the  effect  of  the 
reduction  in  the  adjustment  on  teaching  hospitals' 
overall  financial  viability.  The  Commission  be- 
lieves that  both  the  empirical  estimate  and  the 
impact  analysis  should  play  major  roles  in  estab- 
lishing the  level  of  the  medical  education  adjustment. 

The  Commission  will  undertake  a  thorough  anal- 
ysis to  examine  the  current  and  alternative  methods 
for  estimating  the  relationship  between  teaching 
effort  and  Medicare  cost  per  case.  It  will  also 
continue  to  assess  the  financial  impact  of  lowering 
the  medical  education  adjustment  on  teaching 
hospitals. 

Recommendation  9:  Outlier  Payment  Policy 

The  Commission  believes  that  the  modifi- 
cations in  the  outlier  payment  methodology 
that  were  implemented  during  fiscal  year 
1989  represent  an  improvement  in  the 
payment  system.  The  Secretary  should 
continue  to  examine  methods  for  improving 
the  effectiveness  of  outlier  payment  in 
accomplishing  its  two  major  objectives: 
protecting  hospitals  from  the  risk  of 
extraordinarily  costly  cases,  and  protecting 
types  of  patients  who  are  more  likely  to  be 
extraordinarily  costly  from  a  potential 
decrease  in  access  to  inpatient  hospital 
services.  This  examination  should  include  a 
review  of  the  fundamental  structure  of  out- 
lier payment  policy. 

The  modifications  in  the  outlier  payment  meth- 
odology that  were  implemented  during  fiscal  year 
1989  represent  a  significant  change  in  how  outlier 
payments  are  made  under  PPS.  The  marginal  cost 
factor  for  cost  outliers  was  increased  from  60  to  75 
percent  (except  for  outliers  in  the  burn-related 
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DRGs,  for  which  the  marginal  cost  factor  is  legis- 
latively set  at  90  percent).  In  addition,  cases  quali- 
fying for  payment  under  both  the  day  and  cost 
outlier  criteria  now  receive  the  higher  of  the  two 
payment  amounts,  rather  than  the  day  outlier 
amount.  Both  of  these  changes  increase  the  emphasis 
on  cost  rather  than  length  of  stay  in  determining 
outlier  payments.  The  use  of  a  hospital-specific 
cost-to-charge  ratio  rather  than  a  national  average 
ratio  increases  the  accuracy  with  which  costs  are 
estimated  from  the  charge  data  available  on  each 
Medicare  bill. 

These  modifications,  in  the  context  of  a  limited 
outlier  pool,  required  that  the  day  and  cost  outlier 
thresholds  be  increased  substantially,  focusing  out- 
lier payments  on  the  most  extreme  cases  and  away 
from  those  that  are  less  extreme. 

As  a  result  of  these  changes,  the  distribution  of 
outlier  payments  across  hospitals  is  expected  to  be 
substantially  affected.  The  distribution  of  outlier 
payments  is  an  important  consideration.  Neverthe- 
less, the  effectiveness  of  outlier  payment  in  reduc- 
ing financial  risk  (both  that  borne  by  hospitals  and 
that  represented  by  specific  groups  of  patients) 
should  be  the  primary  criterion  for  evaluating  both 
recent  and  future  changes  in  the  outlier  payment 
policy. 

While  the  effectiveness  of  outlier  payment  has 
been  improved,  some  basic  issues  related  to  outlier 
policy  have  not  yet  been  resolved.  Research  con- 
ducted by  ProPAC  staff  indicates  that  the  risk  of 
incurring  large  losses  on  individual  cases  is  neither 
spread  evenly  across  hospital  groups,  nor  equally 
across  DRGs. 

Therefore,  the  Commission  urges  the  Secretary 
to  continue  to  examine  outlier  payment  policy.  In 
addition,  the  Commission  will  continue  its  own 
study  of  outlier  policy,  focusing  on  several  areas 
that  are  crucial  in  the  evaluation  of  recent  changes 
and  the  development  of  potential  improvements. 

The  Commission  will  review  the  fundamental 
structure  of  outlier  payment.  This  review  will  in- 
clude an  examination  of  whether  the  current  policy 
is  appropriate  in  light  of  the  magnitude  and 
distribution  of  the  risk  faced  by  hospitals  under 
prospective  payment.  The  Commission  will  also 
examine  the  appropriateness  of  the  current  policy 


that  results  in  outlier  cases  invariably  creating 
financial  losses  for  hospitals. 

A  primary  item  on  ProPAC 's  outlier  payment 
research  agenda  is  the  development  of  a  measure 
of  risk  that  appropriately  balances  the  different 
types  of  risk  that  hospitals  face.  Some  hospitals 
tend  to  attract  unusually  costly  cases,  and  thus  are 
more  likely  to  incur  large  losses  on  individual 
cases.  Other  hospitals  are  vulnerable  because  their 
volume  of  Medicare  patients  is  too  small  to  allow 
them  to  withstand  the  financial  burden  of  even  a 
few  unusually  costly  cases. 

In  this  context,  the  possibility  of  different  out- 
lier thresholds  for  urban  and  rural  hospitals  will  be 
investigated.  As  suggested  by  the  Secretary  in  the 
PPS  proposed  rule  for  fiscal  year  1989  [53  F.R. 
103,  19516  (1988)],  ProPAC  will  study  whether 
urban  and  rural  hospitals  are  equally  protected 
against  risk  under  current  policy,  and  whether 
differential  thresholds  would  increase  the  equity  of 
payment. 

Given  the  increasing  emphasis  on  the  cost  out- 
lier thresholds  in  determining  outlier  payment,  al- 
ternative specifications  of  these  thresholds  will 
also  be  examined.  These  alternative  specifications- 
including  those  based  on  the  loss  associated  with 
the  case,  rather  than  a  fixed  cost  level-will  be 
evaluated  according  to  their  effectiveness  in  equal- 
izing the  risk  borne  by  different  types  of  hospitals. 

ProPAC 's  study  of  the  incremental  cost  of  inpa- 
tient care  will  continue,  in  order  to  help  develop  a 
better  understanding  of  the  marginal  cost  of  care 
and  to  aid  in  the  determination  of  appropriate 
marginal  cost  factors. 

ProPAC  will  also  continue  to  investigate  the 
appropriate  size  of  the  outlier  payment  pool.  The 
trade-off  between  the  increased  protection  against 
risk  offered  by  a  larger  outlier  pool  and  the  accom- 
panying decrease  in  the  basic  PPS  payment  rates 
requires  careful  evaluation. 

Another  topic  that  merits  attention  is  the  method 
of  financing  outlier  payments.  Current  evidence 
indicates  a  strong  correlation  between  the  inci- 
dence of  outlier  payments  in  specific  DRGs  and 
the  overall  discrepancy  between  payments  and  costs 


42 


for  all  cases  in  the  DRG.  Although  the  incidence 
of  outlier  payments  is  much  higher  in  some  DRGs 
than  in  others,  the  basic  PPS  payment  rates  are 
reduced  by  an  across-the-board  percentage  (for 
urban  and  rural  hospitals  separately)  in  order  to 
finance  outlier  payments.  Thus,  payments  for  cases 
in  "high-outlier"  DRGs  are,  in  effect,  subsidized 
by  the  reduction  in  payments  for  cases  in  "low- 
outlier"  DRGs. 

Finally,  the  greater  emphasis  on  costs  derived 
from  charges  to  determine  outlier  payment  may 
give  hospitals  an  incentive  to  raise  charges  or  to 
alter  their  charge  structures  in  order  to  increase  their 
outlier  payments.  The  data  show  that  hospital 
charges  have  increased  steadily  and  rapidly  for 
several  years,  with  no  apparent  relation  to  prospec- 
tive payment,  and  before  incentives  related  to  out- 
lier payment  existed.  Nevertheless,  ProPAC  will 
monitor  increases  in  hospital  charges  across  types 
of  hospitals  and  types  of  services  to  determine 
whether  hospital  charging  practices  have  changed 
due  to  the  outlier  payment  policy. 

As  in  the  past,  the  Commission  will  be  pleased 
to  work  with  the  Secretary  in  pursuing  these  and 
other  analytic  issues  related  to  improving  the  out- 
lier payment  policy. 

Data  Collection  and  Measurement 

Recommendation  10:  Updating  the  Area  Wage 
Index 

The  Commission  strongly  urges  the  Secre- 
tary to  collect  more  current  data  on  hospi- 
tal wages  and  hours  of  employment,  and  to 
use  these  data  to  update  the  wage  index  for 
fiscal  year  1990.  The  Secretary  also  should 
develop  a  permanent  mechanism  for 
obtaining  accurate  hospital  wage  data  annu- 
ally. In  addition,  the  Commission  urges  the 
Secretary  to  update  the  wage  index  at  least 
every  other  year. 

Accurate  and  timely  wage  and  employment  data 
are  essential  to  the  maintenance  of  equitable  pay- 
ment rates  for  hospitals  located  in  different  labor 
market  areas.  The  PPS  annual  update  factor  adjusts 
the  DRG  payment  rates  for  the  projected  national 
average  increase  in  hospital  wage  levels.  It  does 
not,  however,  address  changes  in  local  conditions 
that  may  affect  wage  levels  differentially  across 


labor  market  areas.  This  function  is  performed  by 
the  area  wage  index. 

The  area  wage  index  is  one  of  the  most  impor- 
tant adjustments  affecting  the  level  of  DRG  pay- 
ments to  hospitals  located  in  different  areas.  Based 
on  the  expenditure  weights  for  the  components  of 
the  hospital  market  basket  index,  local  wage  levels 
are  assumed  to  affect  approximately  75  percent  of 
a  hospital's  inpatient  operating  costs.  Accordingly, 
the  area  wage  index  is  applied  to  adjust  approxi- 
mately 75  percent  of  a  hospital's  payment  rate  in 
each  DRG.  Thus,  a  10  percent  change  in  the  wage 
index  would  result  in  an  increase  or  decrease  of 
approximately  7.5  percent  in  the  hospital's  total 
DRG  payments. 

Because  the  relevant  hospital  wage  and  employ- 
ment data  have  not  been  collected  on  an  annual 
basis  in  the  past,  it  is  not  clear  how  volatile  area 
wage  levels  may  be  from  year  to  year.  However,  for 
making  payments  during  fiscal  year  1988,  the 
Secretary  adopted  a  blend  of  area  wage  indexes  on 
the  grounds  that  the  use  of  a  blended  wage  index 
would  cushion  the  impact  of  the  change  from  an 
index  based  on  1982  data  to  one  based  on  1984 
data.  This  suggests  that  changes  in  area  wage  levels 
over  a  two-year  period  can  be  substantial  in  some 
labor  market  areas. 

Since  PPS  began,  the  area  wage  index  has  been 
updated  only  twice  (fiscal  years  1986  and  1988), 
and  it  has  always  been  based  on  data  that  were  at 
least  three  years  old.  In  fact,  the  wage  index  data 
in  use  for  fiscal  year  1989  reflect,  on  average,  the 
pattern  of  relative  wage  levels  that  prevailed  six 
years  earlier. 

The  Commission  believes  that  continual  use  of 
old  wage  data  and  infrequent  revision  of  the  wage 
index  result  in  two  problems.  First,  payments  to 
hospitals  are  not  adjusted  promptly  to  reflect 
changes  in  local  labor  market  conditions.  This 
leads  to  inequities  in  payment  among  hospitals; 
hospitals  in  some  areas  suffer  losses,  while  hospi- 
tals in  other  areas  receive  benefits  that  are  unrelated 
to  their  operating  performance.  Second,  infrequent 
revision  of  the  wage  index  often  results  in  large 
changes  in  wage  indexes  for  individual  labor  mar- 
ket areas.  These  abrupt  changes  in  wage  indexes 
and  payment  rates  are  regarded  as  especially  dis- 
ruptive for  hospitals  located  in  areas  where  the 
wage  index  is  reduced. 
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To  avoid  these  problems,  the  Congress  recently 
enacted  a  provision  in  OBRA  1987  that  requires 
the  Secretary  to  conduct  a  new  wage  survey  to 
update  the  area  wage  index  for  fiscal  year  1991, 
and  at  least  every  three  years  thereafter.  While  it 
agrees  with  the  intent  of  this  provision,  the  Com- 
mission is  concerned  that  acute  shortages  of  per- 
sonnel in  certain  hospital  occupations  may  have  led 
to  increased  volatility  in  wage  levels,  particularly 
in  some  labor  market  areas. 

Therefore,  the  Commission  believes  that  wage 
surveys  and  index  updating  may  be  needed 
more  frequently  than  the  statute  requires.  The 
Commission  urges  the  Secretary  to  work  closely 
with  representatives  of  the  hospital  industry  and 
related  organizations  (including  representatives  of 
hospital  employees),  to  develop  a  permanent  mech- 
anism for  collecting  accurate  hospital  wage  and 
employment  data  annually.  In  addition,  the  Secre- 
tary is  urged  to  update  the  wage  index  at  least 
every  other  year. 

Recommendation  11:  Improving  the  Cost  Data 
Used  for  Decision  Making 

The  Secretary  should  initiate  the  develop- 
mental work  necessary  to  secure  the  future 
role  of  the  Medicare  Cost  Report  as  a  vital 
information  source  for  policy  evaluation 
and  decision  making.  Although  the  cost 
report  was  originally  developed  and  contin- 
ues to  be  used  as  a  reimbursement  tool,  it 
is  also  increasingly  used  as  a  source  of 
data.  This  trend  will  continue  and  should 
be  encouraged.  Efforts  to  improve  the 
Medicare  Cost  Report  should  attempt  to 
minimize  the  administrative  burden  on  hos- 
pitals, fiscal  intermediaries,  and  the  Fed- 
eral government. 

The  role  of  the  Medicare  Cost  Report  is  changing 
from  a  reimbursement  tool  to  a  vital  information 
source  for  payment  policy  evaluation  and  decision 
making.  The  original  purposes  of  the  MCR 
were  to  determine  reasonable  costs,  as  defined  by 
Medicare,  and  to  calculate  Medicare's  share  of 
these  costs.  As  such,  the  cost  report  is  designed  to 
collect  and  report  costs  at  the  hospital  department 
level.  These  costs  are  then  aggregated  to  determine 
total  facility  reimbursement. 


Under  Medicare's  prospective  payment  system, 
however,  the  MCR  serves  a  dual  purpose.  It  contin- 
ues to  be  used  for  reimbursement  of  selected  costs, 
such  as  capital,  direct  medical  education,  and 
outpatient  services.  But  it  also  provides  the  only 
information  on  hospital  costs  of  treating  Medicare 
beneficiaries,  based  on  Medicare  payment  princi- 
ples. There  are  inherent  limitations  in  using  MCR 
data  for  policy  analysis  and  decision  making,  how- 
ever. Most  limitations  arise  because  PPS  analyses 
require  information  on  hospital  costs  at  the  patient 
level,  whereas  the  MCR  collects  costs  at  the  de- 
partmental level. 

The  Commission  recognizes  that  the  cost  report 
will  be  necessary  for  reimbursement  of  selected 
costs  for  at  least  the  next  three  to  five  years. 
Nevertheless,  ProPAC  believes  that,  over  the  long 
term,  the  cost  report  should  be  modified  to  im- 
prove its  usefulness  for  decision  making.  Adequate 
resources  must  continue  to  be  committed  to  this 
effort  or  deterioration  in  data  quality  and  consis- 
tency is  a  likely  outcome. 

Modifying  the  cost  report  is  a  major  undertaking 
requiring  significant  planning  and  evaluation.  It 
requires  determining  data  needs  for  decision  mak- 
ing and  reconciling  these  needs  with  the  desire  for 
data  consistency,  accuracy,  and  timeliness,  as  well 
as  reduced  reporting  burden.  The  Secretary  should, 
therefore,  initiate  efforts  now  to  resolve  these  is- 
sues and  move  toward  improved  data  for  policy 
evaluation  and  decision  making.  In  doing  so,  the 
Secretary  should  ensure  that  sufficient  funding  is 
available  to  maintain  the  integrity  of  existing  data 
as  well  as  to  improve  these  data  in  the  future. 

There  may  be  portions  of  the  MCR  that  could  be 
eliminated  now  or  over  time.  Similarly,  modifica- 
tions to  the  cost  report  could  be  phased  in  as 
changes  in  Medicare  reimbursement  methods  oc- 
cur. Some  modifications,  such  as  collecting  data 
on  hospital  wages,  are  warranted  immediately. 

Any  attempts  to  modify  the  MCR  should  consider 
several  issues,  including  administrative  burden, 
reporting  incentives,  existing  hospital  reporting 
mechanisms,  and  the  need  for  consistent  data. 
Hospitals,  fiscal  intermediaries,  and  the  Federal 
government  already  face  complex  reporting  require- 
ments, some  of  which  could  be  streamlined  or 
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eliminated.  Changing  the  role  of  the  MCR  from  a 
reimbursement  tool  to  an  information  source  for 
decision  making  will  result  in  different  reporting 
incentives  for  hospitals.  As  the  MCR  becomes  less 
important  for  reimbursement,  hospitals  may  com- 
promise reporting  accuracy.  Education  of  the  in- 
dustry on  the  implications  of  MCR  data  for  future 
Medicare  payment  policy,  therefore,  is  essential. 
Further,  revisions  to  the  cost  report  should,  to  the 
extent  possible,  complement  other  hospital  report- 
ing mechanisms  already  in  place.  Finally,  changes 
to  the  MCR  should  recognize  the  need  for  data 
consistency  to  maintain  the  integrity  of  longitudi- 
nal analyses. 

Recognizing  the  need  to  improve  the  use  of 
MCR  data,  ProPAC  has  undertaken  efforts  to  iden- 
tify distortions  and  inconsistencies  in  the  cost  data 
and  potential  improvements  to  these  data  over  time. 
Further,  as  required  by  OBRA  1987,  the  Secretary 
is  conducting  a  three-year  demonstration  project  on 
the  costs  and  benefits  of  adding  to  the  cost  report 
financial  and  utilization  information  pertaining  to 
other  payers.  ProPAC  will  continue  to  devote  re- 
sources to  understanding  current  MCR  data  and 
improving  future  data.  The  Commission  encour- 
ages the  Secretary  to  provide  adequate  resources, 
including  funding  for  fiscal  intermediaries,  to  en- 
sure the  accuracy  and  timeliness  of  cost  report 
data.  For  additional  information,  refer  to  ProPAC s 
technical  report,  Review  of  Medicare  Cost  Report 
Data  for  Policy  Analysis. 

Recommendation  12:  Improvements  in 
Case-Mix  Measurement 

The  Commission  urges  the  Secretary  to 
begin  immediately  to  thoroughly  evaluate 
the  potential  consequences  of  adopting 
DRG  refinements  recently  developed  at  Yale 
University.  Preliminary  results  from  this 
project  appear  to  be  positive.  Much  work 
remains  to  be  done,  however,  to  under- 
stand all  the  implications  of  applying  these 
refinements  to  PPS.  The  Commission  will 
be  pleased  to  cooperate  fully  with  the  Sec- 
retary to  further  this  effort. 

In  recent  years  HCFA  has  funded  a  number  of 
research  projects  aimed  at  improving  the  measure- 
ment of  hospital  inpatient  case  mix  and  severity  of 


illness.  One  such  project,  recently  completed  at 
Yale  University,  has  developed  a  major  revision  of 
the  diagnosis-related  groups  patient  classification 
system. 

The  revised  DRG  definitions  are  based  on  re- 
finements in  the  treatment  of  secondary  diagnoses 
indicating  the  presence  of  comorbid  or  complicat- 
ing conditions  (CCs).  In  the  revision,  patients  in 
each  medical  or  surgical  group  within  a  Major 
Diagnostic  Category  are  assigned  to  one  of  three  or 
four  subcategories  (DRGs)  based  on  whether  they 
had  a  catastrophic,  major,  moderate,  or  minor/no 
CC.  In  addition,  all  patients  who  had  a  temporary 
tracheostomy  and  all  nonsurgical  patients  who  died 
within  48  hours  after  admission  are  grouped  in  two 
separate  DRGs  within  each  MDC. 

Preliminary  results  indicate  that  these  refine- 
ments substantially  improve  the  ability  of  the  DRGs 
to  distinguish  patients  who  are  expected  to  have 
relatively  high  resource  needs  (those  with  tempo- 
rary tracheostomy  or  a  major  CC)  or  relatively  low 
resource  needs  (early  deaths  among  nonsurgical 
patients)  from  other  patients  (those  with  moderate, 
minor,  or  no  CCs).  Therefore,  adoption  of  the 
revised  DRGs  could  provide  a  substantial  improve- 
ment in  the  accuracy  and  equity  of  payment  among 
hospitals  under  PPS.  However,  it  also  could  have  a 
number  of  other  important  effects. 

For  example,  adoption  of  revised  DRGs  may 
require  conforming  changes  in  other  features  of  the 
payment  system.  To  the  extent  that  the  revised 
DRGs  improve  the  measurement  of  case  mix  and 
severity  of  illness,  the  role  of  other  payment 
adjustments,  such  as  the  indirect  teaching  and 
disproportionate  share  adjustments,  may  need  to  be 
reevaluated.  Similarly,  if  the  revised  DRGs  are  much 
more  effective  in  identifying  extremely  high-cost 
cases,  the  outlier  payment  policy  may  need  to  be 
revised.  Adoption  of  the  revised  DRGs  also  could 
affect  the  size  of  the  standardized  cost  differentials 
between  urban  and  rural  hospitals  under  PPS. 

The  Commission  believes  that  the  resolution  of 
these  issues  could  have  a  substantial  effect  on 
equity  of  payments  among  hospitals.  Therefore, 
ProPAC  urges  the  Secretary  to  begin  as  soon  as 
possible  to  evaluate  all  the  major  potential  effects 
of  adopting  the  revised  DRGs  under  PPS. 
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Recommendation  13:  Reassignment  of  Patients 
with  Guillain-Barre  Syndrome 

The  Secretary  should  reassign  patients  with 
Guillain-Barre  syndrome  from  DRGs  18 
and  19  to  DRG  20,  DRG  34,  or  a  new  DRG. 

Guillain-Barre  syndrome  (GBS)  is  a  post- 
infectious polyneuropathy  in  which  patients  may 
require  plasmapheresis,  ventilation  assistance,  and 
long  intensive  care  stays.  GBS  discharges  have 
been  assigned  to  DRGs  18  and  19  (cranial  and 
peripheral  nerve  disorders  with  and  without  CC). 
The  Commission  believes  that  the  classification  of 
GBS  cases  into  DRGs  18  and  19  is  inappropriate 
in  terms  of  resource  use. 

The  resource  use  associated  with  GBS  cases  is 
quite  different  from  the  resource  use  for  average 
cases  in  DRGs  18  and  19.  The  payment  hospitals 
receive  under  DRGs  18  and  19  is  inadequate  for 
most  GBS  cases.  The  Commission  has  examined 
DRGs  20  (nervous  system  infection  except  viral 
meningitis)  and  34  (other  disorders  of  nervous 
system,  with  CC)  as  alternatives  for  GBS  cases. 
Assignment  of  GBS  cases  to  these  DRGs  would 
better  reflect  the  resource  use  of  these  cases  and 
would  be  acceptable  clinically.  However,  a  new 
DRG  would  be  a  satisfactory  classification  alter- 
native. 

The  Commission  is  also  concerned  about  a  sub- 
set of  GBS  cases:  those  with  tracheostomy.  The 
GBS  tracheostomy  cases  are  extremely  resource 
intensive.  Currently,  DRG  474  (tracheostomy)  ap- 
plies to  tracheostomy  cases  in  MDC  4  (respiratory) 
only.  The  Commission  is  aware  that  all  temporary 
tracheostomy  cases  may  be  reassigned  in  the  next 
several  years  when  other  classification  changes  are 
made.  The  Commission  believes  that  reassignment 
of  all  GBS  cases  will  provide  a  short-term  partial 
solution  to  the  payment  inadequacy  of  the  GBS 
tracheostomy  cases.  In  the  long  term,  however,  the 
Commission  thinks  it  would  be  more  appropriate 
to  classify  GBS  tracheostomy  cases  with  other 
tracheostomy  cases. 


Quality  of  Care 

Recommendation  14:  Evaluation  of  PRO  Review 
of  Quality  of  Care 

The  Secretary  should  evaluate  the  impact 
of  the  Peer  Review  Organizations  on  qual- 
ity of  care.  Intensified  analysis  of  the  PRO 
findings  and  validation  of  the  PRO  quality 
review  process  should  be  included  in  the 
evaluation.  The  validity,  reliability,  and  ef- 
ficiency of  the  PRO  quality  screens  should 
receive  special  emphasis  in  the  evaluation. 
In  addition,  the  Secretary  should  continue 
to  develop,  test,  and  implement  more 
sophisticated  methods  of  inpatient  and 
outpatient  quality  review.  He  should  also 
develop  additional  mechanisms  to  identify 
and  evaluate  quality  of  care  beyond  the 
immediate  period  of  hospitalization,  plac- 
ing more  emphasis  on  outcomes  of  care. 

For  the  first  five  years  of  the  prospective  pay- 
ment system,  the  Peer  Review  Organizations  have 
been  assigned  an  important  role  in  protecting  qual- 
ity of  care.  It  is  therefore  essential  to  focus 
attention  on  the  PRO  impact  on  quality  of  care 
through  an  independent,  comprehensive  evalua- 
tion. The  evaluation  should  consider  issues  of 
access  to  and  use  of  services,  patterns  of  denials, 
and  instances  of  poor  quality  of  care.  The  results 
of  the  synthesis  and  evaluation  of  these  topics 
should  be  made  public. 

The  generic  quality  screens  currently  used  by  the 
PROs  appear  to  be  relatively  inefficient  measures 
of  quality  of  care.  The  Commission  is  concerned 
about  both  the  technical  adequacy  and  the  process 
of  applying  the  generic  quality  screens.  Studies  by 
the  SuperPRO  and  by  ProPAC  have  identified  sev- 
eral technical  problems  with  the  screens.  First, 
they  are  relatively  inefficient.  That  is,  reviewers 
must  examine  a  large  percentage  of  case  records  to 
identify  relatively  few  quality  problems.  Second, 
there  is  inconsistency  among  PROs  in  application 
of  several  of  the  screens.  Finally,  the  screens  may 
fail  to  identify  a  substantial  number  of  quality  of 
care  problems.  These  issues  warrant  a  careful  eval- 
uation of  the  effectiveness  of  the  quality  screens  at 
this  time. 
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The  Commission  is  pleased  that  HCFA  is  devel- 
oping a  possible  replacement  or  enhancement  for 
PRO  quality  review  though  its  work  on  the  Uni- 
form Clinical  Data  Set.  This  extensive  data  set, 
derived  from  the  medical  record,  will  be  applied  to 
a  set  of  detailed  clinician-developed  algorithms  to 
identify  cases  for  PRO  review.  It  will  also  provide 
a  rich  data  source  for  research.  ProPAC  applauds 
this  development.  Focus  on  aggregate  statistics  of 
resource  use,  process  of  care,  and  outcomes  is 
appropriate  and  represents  a  major  step  forward.  In 
the  Commission's  view,  this  more  sophisticated 
method  of  inpatient  quality  review  should  be  pur- 
sued. PROs  should  be  adequately  funded  to  carry 
out  their  new  responsibilities  and  to  ensure  the 
success  of  these  enhanced  programs. 

ProPAC  is  also  concerned  about  the  need  for 
intensified  analysis  of  the  outpatient  surgery  ge- 
neric quality  screens  and  the  development  of  uni- 
form comprehensive  guidelines  for  applying  these 
screens.  The  Commission's  suggestions  concern- 
ing outpatient  quality  review  are  described  in  the 
discussion  of  Recommendation  16.  The  April  1, 
1989  report.  Medicare  Payment  for  Outpatient  Hos- 
pital Surgery,  The  Views  of  the  Prospective  Payment 
Assessment  Commission,  will  describe  ProPAC's 
concerns  on  this  subject  in  more  detail. 

Rural  Hospitals 

Recommendation  15:  Rural  Hospitals 

The  Commission  is  concerned  about  the 
problems  affecting  rural  hospitals  and  the 
rural  health  care  system,  as  well  as  the 
implications  of  these  problems  for  access  to 
needed  health  care.  The  Commission  rec- 
ognizes that  these  problems  extend  beyond 
PPS  and  Medicare.  The  Commission  urges 
the  Secretary  to  continue  the  Department's 
rural  health  care  research  and  policy 
agenda.  Meanwhile,  the  Commission  will 
continue  its  analysis  of  the  effects  of  PPS 
on  rural  hospitals. 

Of  the  multitude  of  pressures  that  rural  hospitals 
face,  only  a  portion  are  attributable  to  PPS.  The 
demographic  and  economic  environment  of  rural 
communities  is  changing.  An  aging  population, 
eroding  patient  base,  and  changing  rural  economy 


are  among  the  forces  influencing  the  long-term 
viability  of  rural  hospitals. 

In  a  recent  report  by  the  Senate  Committee  on 
Aging,  the  characteristics  of  many  rural  communi- 
ties were  found  to  place  special  pressures  on  rural 
hospitals.  For  example,  compared  with  urban  areas, 
rural  areas  not  only  face  higher  rates  of  poverty 
and  unemployment,  but  have  a  more  elderly  popu- 
lation. Rural  areas  also  have  a  lower  percentage  of 
insured  residents  and  more  acute  health  personnel 
shortages. 

As  a  result,  small  rural  hospitals  are  often  un- 
able to  operate  efficiently  because  of  insufficient 
patient  volume,  manifested  in  low  occupancy  lev- 
els. The  inability  of  some  rural  hospitals  to  operate 
efficiently  may  result  in  eventual  closure  and  the 
potential  loss  of  patient  access  to  needed  care. 
Policies  affecting  rural  hospitals  must  balance  ac- 
cess to  care  in  rural  areas  with  improved  hospital 
efficiency. 

Initiatives  are  under  way  to  explore  strategies 
that  will  help  rural  hospitals  meet  these  challenges. 
Both  publicly  and  privately  funded,  many  of  these 
projects  involve  innovative  plans  to  strengthen  or 
adapt  health  care  delivery  to  meet  the  changing 
needs  of  rural  communities.  Some  of  these  pro- 
jects also  encourage  cooperative  efforts  between 
communities  and  providers. 

At  the  Federal  level,  responsibility  for  issues 
that  directly  and  indirectly  touch  on  rural  health 
care  is  distributed  throughout  the  Department  of 
Health  and  Human  Services.  The  relatively  new 
Office  of  Rural  Health  Policy  and  the  Secretary's 
National  Advisory  Committee  on  Rural  Health  will 
help  to  focus  the  Department's  attention  on  rural 
health  care  conditions.  The  Commission  encour- 
ages the  Secretary  to  continue  the  Department's 
research  and  policy  agenda  and  the  coordination  of 
rural  health  care  activities  within  the  Department. 

The  Commission  remains  concerned  about  the 
relatively  poor  financial  performance  of  rural  hos- 
pitals under  PPS  and  intends  to  continue  its  analy- 
sis of  rural  hospital  issues.  The  Commission  will 
focus  particularly  on  the  appropriateness  of  PPS 
for  small  rural  hospitals.  Those  hospitals  are  more 
vulnerable  to  wide  fluctuations  in  volume  and  case 
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mix  than  larger  hospitals.  Small  rural  hospitals 
have  also  generally  had  the  lowest  average  Medi- 
care operating  margins  over  the  first  three  years  of 
PPS.  Ten  percent  of  rural  hospitals  with  fewer  than 
50  beds  have  had  PPS  margins  of  -45  percent  or 
lower. 

Other  rural  issues  the  Commission  intends  to 
address  include  further  examination  of  the  urban- 
rural  differential  in  the  standardized  amounts, 
evaluation  of  the  criteria  for  obtaining  Sole 
Community  Hospital  status,  and  the  adequacy  of 
payment  levels  for  Sole  Community  Hospitals. 


Ambulatory  Surgery  Payment 

Recommendation  16:  Medicare  Payment  for 
Hospital  Outpatient  Surgery 

Beginning  in  fiscal  year  1990,  Medicare 
payment  for  the  facility  component  of  hos- 
pital outpatient  surgery,  including  capital, 
should  be  entirely  prospective.  Separate 
rates  should  be  established  for  each  of  the 
six  groups  of  surgical  procedures  proposed 
for  payment  of  services  furnished  in  free- 
standing ambulatory  surgery  centers 
(ASCs).  The  hospital  outpatient  surgery 
rates  for  fiscal  year  1990  should  be  based 
on  a  blend  of  hospital-specific  costs,  aver- 
age hospital  costs,  and  the  rate  paid  to 
ASCs. 

The  rates  should  be  updated  annually  fol- 
lowing the  approach  used  under  PPS.  The 
overall  level  of  the  prospective  rates  should 
be  set  so  that  the  sum  of  Medicare  and 
beneficiary  payments  to  hospitals  would  be 
the  same  in  fiscal  year  1990  as  they  would 
have  been  under  current  policy.  Payments 
should  reflect  differences  in  area  wages. 

These  changes  in  hospital  outpatient  sur- 
gery payment  policy  should  apply  to  the  list 
of  ASC-approved  procedures  only;  the  ex- 
isting Medicare  payment  provisions  should 
continue  for  non-list  procedures.  The  Com- 
mission is  not  recommending  differential 
treatment  of  eye  and  ear  specialty  hospitals. 


Recognizing  the  need  for  greater  control  of 
Medicare  outpatient  expenditures,  the  Congress 
mandated  several  modifications  to  policy  related  to 
payment  of  surgery  performed  in  hospital  outpa- 
tient departments  (OPDs).  OBRA  1986  modified 
nonphysician  payment  for  some  surgical  procedures 
performed  in  the  hospital  outpatient  department, 
referred  to  as  the  facility  payment  component. 
Hospital  payments  for  outpatient  surgery  were 
linked  to  the  prospective  method  and  amounts  paid 
to  freestanding  ambulatory  surgery  centers. 

The  OBRA  1986  changes  took  effect  with  hos- 
pital cost  reporting  periods  beginning  on  or  after 
October  1,  1987.  Payments  for  surgical  procedures 
on  the  list  of  ASC-approved  procedures  are  based 
on  the  lesser  of  two  amounts:  reasonable  costs  or 
charges,  or  a  blend  of  reasonable  costs  or  charges 
and  the  ASC  payment  rate.  Currently,  there  are 
four  ASC  payment  groups  and  rates.  HCFA  pro- 
poses to  expand  these  to  six  groups  and  to  update 
the  payment  rates  by  5.5  percent  [53  F.R.  160, 
31468  (1988)].  For  the  first  year,  hospital  pay- 
ments are  based  on  a  blend  of  75  percent  hospital- 
specific  costs  and  25  percent  of  the  ASC  payment 
rate.  In  the  second  year  and  thereafter,  the  blend 
moves  to  50/50. 

Congress  asked  ProPAC  to  provide  its  views  on 
prospective  payment  for  hospital  outpatient  surgery. 
The  Commission  will  submit  a  complete  report  on 
hospital  outpatient  surgery  payment  policy  by  April 
1,  1989.  This  recommendation  and  Recommenda- 
tion 17  summarize  those  views,  which  will  be 
further  elaborated  in  the  forthcoming  April  report. 
ProPAC  plans  further  work  on  the  issue  of  ambula- 
tory surgery  payment  as  it  pursues  its  agenda  for 
overall  outpatient  payment  reform. 

The  Commission  believes  that  the  proposal  it 
has  set  forth  in  this  recommendation  for  hospital 
outpatient  surgery  payment  is  an  improvement  over 
current  policy.  It  is  an  interim  approach  that  em- 
bodies aspects  of  prospective  payment,  but  also 
provides  for  longer-term  consideration  of  surgery  in 
the  context  of  overall  outpatient  payment  reform. 
Finally,  ProPAC 's  recommendation  is  an  outgrowth 
of  current  policy,  thereby  providing  some  continu- 
ity for  hospitals  that  are  attempting  to  manage 
under  the  complex  and  dynamic  environment  of 
outpatient  payment. 
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The  Commission  recommends  that  the  proposed 
six  ASC  payment  groups  be  used  to  classify  ambu- 
latory surgery  patients  for  hospital  payment  pur- 
poses. Payments  to  hospitals  for  outpatient  surgery 
should  be  entirely  prospective  based  on  an  equal 
blend  of  the  following:  hospital-specific  costs  for 
each  of  the  six  ASC  payment  groups;  national 
average  hospital  costs  for  each  of  the  ASC  groups; 
and  the  proposed  ASC  payment  rates  for  each  of 
the  ASC  groups.  The  level  of  the  rates  should  be 
adjusted  so  that  the  sum  of  Medicare  program 
payments  and  related  beneficiary  cost  sharing  is 
the  same  as  estimated  under  current  policy.  The 
rates  should  be  updated  annually.  Since  the  rate  is 
entirely  prospective,  the  current  payment  criterion 
to  pay  "the  lesser  of  costs,  charges,  or  the  blended 
rate  should  be  eliminated. 

The  Commission  believes  that  a  prospective  rate 
gives  hospitals  the  opportunity  to  earn  a  profit  or 
risk  a  loss,  thereby  enhancing  incentives  to  reduce 
the  costs  of  ambulatory  surgery.  At  the  same  time, 
this  approach  recognizes  that  many  factors 
potentially  contribute  to  the  higher  costs  of  OPDs 
compared  with  ASCs.  Among  them  are  patient 
severity,  efficiency,  maintaining  standby  capacity, 
overhead  allocation  methods,  uncompensated  care, 
capacity  utilization,  billing  and  coding  practices, 
and  bundling  of  services.  How  these  factors  affect 
cost  of  care  is  not  well  understood. 

Basing  payment  partly  on  hospital-specific  cost 
experience  recognizes  cost  differences  across  indi- 
vidual hospitals.  The  average  hospital  payment 
portion  reflects  differences  between  OPD  costs  and 
ASC  payment  rates.  Average  OPD  costs  are  now 
about  38  percent  higher  than  the  ASC  rates.  Bas- 
ing part  of  the  payment  on  the  ASC  payment  rates 
places  continued  financial  pressure  on  hospitals  to 
lower  their  costs  so  that  they  are  equal  to  or  below 
those  of  ASCs.  In  summary,  the  Commission  be- 
lieves that  basing  payment  on  these  three  amounts 
appropriately  recognizes  the  lower  rates  paid  to 
ASCs  as  well  as  historical  cost  differences  between 
OPDs  and  ASCs. 

As  for  controlling  expenditures,  the  overall  level 
of  the  payment  fates  should  be  adjusted  so  that 
total  payments  to  hospitals  do  not  exceed  what 
payments  would  be  under  the  current  50/50  blended 
rate.  Furthermore,  updating  the  prospective  rate 
annually  allows  control  in  the  growth  of  Medicare 


outpatient  expenditures.  While  such  an  approach 
does  not  control  volume,  it  does  provide  incentives 
for  cost  containment  until  a  volume-based  system 
can  be  developed. 

Payments  should  be  adjusted  to  reflect  differ- 
ences in  area  wages.  ProPAC  analysis  indicates  that 
this  adjustment  is  effective  in  narrowing 
cost/payment  differences  across  hospital  groups.  Fur- 
ther, analysis  by  others  indicates  that  area  wage 
differences  explain  a  large  share  of  the  variation  in 
hospital  outpatient  surgery  costs.  The  Commission 
is  not  recommending  additional  adjustments  at  this 
time.  Further  study  is  necessary  to  understand 
factors  contributing  to  cost  variations  across 
hospitals. 

Capital  costs  should  be  included  in  the  hospital- 
specific  and  average  hospital  rates  specified  above. 
Currently,  hospitals  are  reimbursed  for  50  percent 
of  their  actual  capital  costs  related  to  outpatient 
surgery  under  the  blended  rate  method.  The  ASC 
rates  already  include  capital.  Future  payment  up- 
dates should  reflect  this  capital  component. 

The  recommended  changes  in  hospital  outpatient 
surgery  payment  policy  apply  only  to  the  list  of 
ASC-approved  procedures.  This  list  captures  major 
surgical  procedures.  Procedures  not  on  the  list  tend 
to  occur  infrequently,  are  low  cost,  and  may  be 
better  treated  the  same  as  other  outpatient  services. 
Furthermore,  procedure-level  data  are  not  readily 
available  to  determine  payment  rates  for  procedures 
not  on  the  ASC  list. 

The  Commission  recommends  that  eye  and  ear 
specialty  hospitals  be  paid  on  the  same  basis  as 
other  hospitals.  OBRA  1987  provided  that  pay- 
ment for  ambulatory  surgery  in  certain  hospitals 
specializing  in  eye  and  ear  surgery  be  based  on  a 
blend  of  75  percent  hospital-specific  costs  and  25 
percent  of  the  ASC  payment  rate.  ProPAC  analysis 
indicates  that  eye  and  ear  specialty  hospitals  have 
costs  comparable  to  other  acute  care  hospitals  and 
hospitals  in  their  peer  groups. 

ProPAC  acknowledges  that  eye  and  ear  specialty 
hospitals  may  be  vulnerable  to  financial  losses  for 
other  reasons.  These  include  greater  reliance  on 
Medicare  outpatient  services  revenues  and  more 
cases  in  higher  loss  payment  groups.  Nevertheless, 
the  Commission  believes  that  these  differences 
should  not  be  accounted  for  in  the  payment  system. 
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First,  ProPAC's  recommended  payment  approach 
would  not  result  in  a  major  change  from  current 
policy  for  these  hospitals.  Second,  because  eye  and 
ear  specialty  hospitals  concentrate  a  high 
volume  of  cases  in  a  few  procedures,  the  Commis- 
sion believes  that  they  may  attain  economies  of 
scale  that  other  hospitals  cannot. 

Finally,  the  Commission  recommends  that  the 
Secretary  examine  the  need  for  improved  data  from 
freestanding  ambulatory  surgery  centers.  These 
data,  which  are  extremely  limited,  are  the  founda- 
tion for  establishing  the  ASC  payment  groups  and 
rates.  Currently,  there  is  no  systematic  method  for 
collecting  information  on  costs  in  ASCs.  The  Com- 
mission believes  that  efforts  should  be  undertaken 
now  to  ensure  more  reliable  data  from  these  facili- 
ties in  the  future.  For  additional  information  on 
this  recommendation,  refer  to  the  forthcoming  re- 
port, Medicare  Payment  for  Hospital  Outpatient 
Surgery,  The  Views  of  the  Prospective  Payment 
Assessment  Commission,  April  1989. 

Recommendation  17:  Beneficiary  Liability  for 
Hospital  Outpatient  Surgery 

The  Secretary  should  modify  the  method 
to  determine  Part  B  coinsurance  for  cer- 
tain ambulatory  surgery  services  performed 
in  hospital  outpatient  departments.  Cur- 
rently, beneficiary  coinsurance  is  based  on 
hospital  submitted  charges.  Beneficiary  co- 
insurance should  be  limited  to  20  percent 
of  the  payment  amount  allowed  by  Medi- 
care. The  Medicare  program  should  bear 
the  costs  of  this  change. 

Under  current  law,  beneficiary  liability  for  am- 
bulatory surgery  differs  depending  on  the  site  of 
care.  In  hospital  outpatient  departments,  coinsur- 
ance is  equal  to  20  percent  of  the  facility  charge.  In 
freestanding  ambulatory  surgery  centers,  coinsur- 
ance is  equal  to  20  percent  of  the  ASC  payment 
rate. 

Prior  to  OBRA  1986,  hospital  outpatient  depart- 
ments were  reimbursed  on  the  basis  of  reasonable 
costs  for  all  services,  including  ambulatory  sur- 
gery. These  costs  were  not  determined  until  after 
the  services  were  performed.  Therefore,  it  was 
administratively  infeasible  to  base  beneficiary 
coinsurance  on  actual  Medicare  payment.  As  a 
result,  beneficiary  coinsurance  was  based  on 


submitted  charges,  which  were  known  when  ser- 
vices were  performed.  Current  policy  still  reim- 
burses hospitals,  in  part,  on  a  reasonable  costs 
basis.  However,  the  Commission  recommends  a 
prospective  payment  rate  for  ambulatory  surgery  in 
OPDs  (see  Recommendation  16).  Under  this  pol- 
icy, Medicare  payment  will  be  known  at  the  time 
services  are  furnished.  Therefore,  it  is  feasible  to 
follow  the  general  Medicare  policy  that  beneficiary 
coinsurance  equals  20  percent  of  the  payment 
amount  and  Medicare  payment  equals  80  percent. 

Analysis  conducted  by  the  Commission  indicates 
that,  for  approved  ASC  procedures,  beneficiary 
coinsurance  tends  to  be  greater  in  an  OPD  than  in 
a  freestanding  ASC.  Beneficiary  coinsurance  in 
the  OPD  generally  exceeds  20  percent  of  the  pay- 
ment amount  allowed  by  Medicare.  In  some  cases, 
the  beneficiary  is  paying  more  than  35  percent  of 
the  amount  allowed  by  Medicare.  Therefore,  Medi- 
care is  reimbursing  hospitals  less  than  80  percent 
of  the  allowed  amount.  In  ASCs,  however,  Medi- 
care pays  80  percent  and  the  beneficiary  pays  20 
percent  of  the  allowed  payment  amount. 

In  the  Commission's  view  this  policy  unfairly 
penalizes  the  beneficiary.  ProPAC  therefore  be- 
lieves legislation  should  be  adopted  to  reduce  the 
burden  on  beneficiaries  that  results  from  using 
submitted  charges  as  the  basis  for  determining 
coinsurance. 

The  Commission  realizes  this  policy  will  increase 
Medicare  expenditures.  However,  the  Commission 
believes  that  the  Medicare  program  should  assume 
responsibility  for  80  percent  of  the  payment 
amount.  Therefore,  the  costs  of  this  change  should 
be  borne  by  the  Medicare  program.  Payment  to 
hospitals  should  not  be  reduced  to  compensate  for 
the  increase  in  expenditure. 

Several  other  issues  regarding  beneficiary  coin- 
surance warrant  further  examination.  These  issues 
relate  to  different  Medicare  policies  for  reimburs- 
ing Medicare  beneficiary  bad  debt  and  waiver  of 
coinsurance.  The  Commission  intends  to  address 
these  issues  in  upcoming  reports,  as  warranted. 

For  additional  information  on  this  recommenda- 
tion refer  to  the  forthcoming  report,  Medicare 
Payment  for  Hospital  Outpatient  Surgery,  The  Views 
of  the  Prospective  Payment  Assessment  Commis- 
sion, April  1989. 
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Appendix  A.  Background  Material  and  Analyses 


Appendix  A  provides  background  material  and 
analyses  to  support  some  of  the  recommendations 
contained  in  this  report.  Technical  materials  on  the 
market  basket  and  the  discretionary  adjustment 
factor  for  PPS  and  excluded  hospitals  will  be  found 
here.  Background  analyses  of  the  indirect  medical 
education  adjustment  and  information  related  to 
patients  with  Guillain-Barre  syndrome  are  also 
presented.  In  addition,  further  detail  is  provided  con- 
cerning the  Commission's  review  of  outlier  policy. 


In  previous  years,  ProPAC  disseminated  these 
and  other  technical  data  in  a  separate  volume, 
published  simultaneously  with  this  report.  That 
publication  has  been  discontinued.  Further  analy- 
sis supporting  Commission  decision  making  is. 
however,  available  through  ProPAC  s  Technical 
Report  Series.  A  complete  list  of  these  reports, 
which  can  be  obtained  by  contacting  the  Commis- 
sion, appears  in  Appendix  B. 
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MARKET  BASKET  FORECASTS  AND 
ERROR  CORRECTION 

The  PPS  hospital  market  basket  measures  the 
average  change  in  the  price  of  goods  and  services 
purchased  by  hospitals  to  provide  inpatient  care. 
The  projected  change  in  the  market  basket  is  an 
integral  component  of  the  Commission's  update 
factor  recommendation.  The  projected  fiscal  year 
1990  increase  in  the  PPS  market  basket,  incorpo- 
rating the  Commission's  market  basket  restructur- 
ing recommendation,  is  5.7  percent. 

The  PPS  hospital  market  basket  consists  of  many 
components,  which  reflect  the  full  range  of  goods 
and  services  hospitals  purchase.  Each  component 
has  a  weight  that  represents  its  proportion  of  total 
hospital  expenses.  The  change  in  the  price  of  each 
component  is  measured  by  a  price  proxy.  All  but 
one  of  the  price  proxies  used  in  the  market  basket 
are  based  on  price  indexes  published  by  the  Bureau 
of  Labor  Statistics  (BLS).  The  forecasts  for  each 
market  basket  price  proxy  are  based  on  complex 
statistical  models  that  rely  on  past  and  current 
economic  information. 

Since  1979,  Data  Resources,  Inc.  has  been  un- 
der contract  to  HCFA  to  forecast  changes  in  the 
PPS  hospital  market  basket.  HCFA  has  used  these 
DRI  forecasts  in  developing  its  PPS  update  factors. 
ProPAC  has  also  used  these  forecasts  when  making 
its  update  factor  recommendations. 

DRI  updates  its  PPS  market  basket  forecasts 
every  three  months.  ProPAC  uses  the  most  recently 
available  forecast  in  making  its  update  recommen- 
dation. The  forecast  used  in  this  report  was  pre- 
pared in  January  1989. 

Forecast  Error  Correction 

Regardless  of  the  method  used  to  forecast  infla- 
tion in  the  market  basket,  errors  are  bound  to  occur 
that  might  have  substantial  financial  consequences 
for  hospitals  or  the  Federal  government.  In  its  1985 
report  to  the  Secretary,  the  Commission  recom- 
mended that  the  update  factor  should  include  a 
correction  for  substantial  errors  made  in  the  previ- 
ous year's  market  basket  forecast.  The  correction 
applies  only  to  the  external  price  measures  used  in 
the  hospital  market  basket.  External  price  measures 
are  those  that  reflect  trends  in  the  general  economy 
rather  than  trends  specific  to  the  hospital  industry. 


In  the  judgment  of  the  Commission,  substantial 
errors  are  those  that  equal  or  exceed  0.25  percent- 
age points. 

The  Commission  believes  errors  in  forecasts  for 
hospital-industry  specific  (internal)  proxies  should 
not  be  corrected.  In  this  case,  behavior  of  the 
hospital  industry  affects  the  change  in  the  price 
proxy.  If  the  difference  between  forecasted  and 
actual  increases  were  automatically  adjusted,  hos- 
pital incentives  to  limit  cost  increases  in  those 
categories  would  be  reduced.  At  the  same  time,  if 
hospitals  respond  to  PPS  by  slowing  wage  in- 
creases relative  to  other  industries,  this  should  not 
be  built  into  future  update  factors. 

The  market  basket  forecast  used  to  calculate  the 
update  factor  for  fiscal  year  1989  payment  rates 
was  5.4  percent.  The  current  forecast  for  the  fiscal 
year  1989  market  basket  is  6.1  percent,  or  0.7 
percentage  points  higher.  After  excluding  the  ef- 
fects of  errors  in  forecasting  hospital  internal 
wages,  the  forecast  error  correction  factor  is  0.6 
percent. 

The  fiscal  year  1989  market  basket  components 
that  contribute  the  greatest  amount  to  forecast  error 
are  shown  in  Table  A-l.  Changes  in  forecasts  for 
pharmaceuticals  and  cleaning  products  contributed 
substantially  to  the  forecast  error,  0.16  and  0.21 
percentage  points,  respectively. 


Market  Basket  Structure 

For  fiscal  year  1990,  the  Commission  recom- 
mends that  the  Secretary  change  the  construction 
of  the  PPS  market  basket.  Specifically,  the  Com- 
mission recommends  that  the  share  of  wages  spe- 
cific to  the  hospital  industry  in  Medicare's  hospital 
occupational  index  be  increased  from  30  percent  to 
50  percent.  The  hospital  occupational  index  is  the 
subset  of  the  market  basket  for  wages  and  salaries. 
Under  the  Commission's  recommendation,  the  hos- 
pital occupational  index  would  be  used  to  measure 
changes  in  total  employee  compensation  rather  than 
wages  alone.  Wages  and  benefits  are  67  percent  of 
total  hospital  expenses.  As  a  result  of  these 
changes,  the  proportion  of  the  market  basket  re- 
flecting hospital-industry  specific  trends  would  in- 
crease from  16  to  33  percent.  This  would  help  the 
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Table  A-1.  Market  Basket  Components  Contributing  the  Greatest  Amount  to  Fiscal 
Year  1989  Forecast  Error 


Market  Basket  Component 

Forecast  Used  for 
hiscal  Year  1989 
Update 

Current  Forecast  for 
Fiscal  Year  1989 

Net  Error  in 
Market  Basket 
Forecast 

Wages  and  salaries 

5.4% 

5.7% 

0.17% 

Benefits 

4.6 

4.1 

-0.05 

Malpractice  insurance 

19.2 

26.4 

0.12 

Pharmaceuticals 

5.5 

8.5 

0.16 

Cleaning  products 

4.5 

12.5 

0.21 

Photographic  supplies 

d.l 

0.0 

U.UO 

Other 

NA 

NA 

-0.10 

Total 

5.4 

6.1 

0.66 

Internal  wages 

6.3 

6.9 

0.10 

ProPAC  forecast  error  correction 

0.56 

SOURCE:  ProPAC  estimates  using  Data  Resources,  Inc.  and  U.S.  Department  of  Health  and  Human  Services,  Health  Care  Financing  Administration 
third  quarter  1988  and  first  quarter  1989  market  basket  forecasts. 


total  market  basket  better  reflect  wage  trends  unique 
to  the  hospital  sector. 

Under  ProPAC 's  recommendation,  the  internal 
wage  proxy  would  be  the  Employment  Cost  Index 
(ECI)  compensation  series  for  civilian  hospital 
workers.  This  is  a  relatively  new  wage  series  devel- 
oped by  the  Bureau  of  Labor  Statistics.  The  inter- 
nal wage  proxy  in  the  market  basket  currently  in 
use  is  the  Average  Hourly  Earnings  (AHE)  for 
nonsupervisory  hospital  workers. 

Under  the  Commission's  recommendation,  the 
remaining  50  percent  of  the  hospital  occupational 
index  would  reflect  non-hospital  wage  trends. 
These  would  be  measured  using  a  combination  of 
nine  ECI  compensation  series  reflecting  the  com- 
position of  hospital  employees.  The  modified  hos- 
pital occupational  index  is  shown  in  Table  A-2. 
Changes  in  all  hospital  employee  wages,  therefore, 
would  be  measured  using  a  50/50  blend  of  an 
internal  wage  proxy,  the  ECI  for  hospital  workers, 
and  external  wage  proxies  using  the  nine  ECI 
compensation  series  that  reflect  the  types  of  work- 
ers hospitals  employ. 

The  Commission  also  recommends  constructing 
a  new  compensation  component  for  the  PPS  mar- 
ket basket.  The  compensation  component  would 
combine  the  current  wage  and  salary  category  with 
the  benefit  category.  All  other  market  basket  com- 
ponents would  remain  unchanged. 


Table  A-3  shows  the  projected  increases  in  the 
new  PPS  market  basket  incorporating  the  Commis- 
sion's recommendation.  As  of  January  1989,  the 
market  basket  forecast  under  this  new  construction 
is  5.7  percent  for  fiscal  year  1990,  compared  with 
5.8  percent  under  the  current  market  basket 
construction. 

The  current  50/50  blend  of  internal  and  external 
wage  proxies  for  professional  and  technical  work- 
ers wages  is  technically  imprecise.  The  AHE  in- 
cludes changes  in  wages  for  other  types  of  hospital 
employees,  such  as  secretaries  and  service  work- 
ers. The  contribution  of  wage  changes  for  profes- 
sional and  technical  workers  used  in  the  market 
basket  is  thus  understated.  To  be  a  true  50/50 
blend,  either  a  hospital  professional  and  technical 
worker  wage  proxy  would  need  to  be  developed  or 
the  internal  wage  proxy  would  have  to  be  applied 
to  the  appropriate  categories  of  workers.  In  the 
case  of  the  AHE,  this  would  be  all  nonsupervisory 
hospital  workers.  In  the  case  of  the  ECI  for  hospi- 
tals, this  would  be  all  hospital  employees. 

The  Commission  believes  it  is  inconsistent  to 
treat  benefits  differently  from  wages  in  the  market 
basket  since  they  are  both  part  of  an  employee's 
total  compensation.  Some  hospitals,  for  example, 
are  allowing  employees  to  trade  their  benefits  for  a 
higher  salary.  In  these  cases,  total  compensation 
does  not  increase,  but  the  current  construction  of 
the  market  basket  treats  this  as  a  wage  increase. 
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Table  A-2.       Relative  Importance  and  Projected  Increase  for  Commission's  Recommended 
Hospital  Occupational  Index* 

Relative  Projected 
Importance  Increase 

Employment  Category  1989+  1990  Wage  Proxy   


All  hospital  workers  50.0  6.1%  Employment  Cost  Index,  Compensation  Series  (ECI-C), 

for  hospital  workers 


Professionals  and  technicians 

29.6 

5.9 

ECI-C  for  professionals  and  technicians 

Managers 

3.6 

6.2 

ECI-C  for  managers  and  administrators 

Sales 

0.2 

4.5 

ECI-C  for  sales  workers 

Clerical 

6.1 

5.3 

ECI-C  for  clerical  workers 

Craft  and  kindred 

1.1 

4.5 

ECI-C  for  craft  and  kindred  workers 

Operatives  except  transport 

0.4 

5.6 

ECI-C  for  operatives  except  transport 

Transport  operatives 

0.1 

5.1 

ECI-C  for  transport  operatives 

Nonfarm  laborers 

0.1 

5.2 

ECI-C  for  nonfarm  workers 

Service  workers 

8.8 

5.3 

ECI-C  for  service  workers 

Total 

100.0 

5.9 

*  The  Medicare  Hospital  Occupational  Index  is  used  to  measure  the  rate  of  increase  in  the  employee  compensation  component  of  the  Medicare  market  basket  for 
hospitals. 

The  relatve  importance  for  each  cost  category  represents  the  proportion  of  a  hospital's  expenses  Incurred  for  these  inputs  in  a  1982  base  period  updated  by 
subsequent  price  changes.  The  relative  importance  changes  over  time  in  accordance  with  price  changes  in  each  cost  category. 

SOURCE:    Data  Resources,  Inc.  first  quarter  1989  forecasts. 


ProPAC  therefore  recommends  combining  the 
wage  and  benefit  categories  into  a  single  compen- 
sation category.  The  ECI  compensation  series 
should  be  used  to  measure  changes  in  this  new 
category.  The  ECI  effectively  covers  all  employee 
compensation  expenses:  wages,  benefits,  and  bo- 
nuses. The  wage  and  benefit  coverage  is  more 
complete  than  the  wage  and  benefit  price  proxies 
currently  used  in  the  market  basket.  The  new 
category  should  be  assigned  a  new  weight  reflect- 
ing this  expanded  coverage  of  hospital  inputs. 

Market  Basket  for  Excluded  Hospitals 

HCFA  computes  a  separate  market  basket  for  all 
PPS-excluded  facilities  combined.  The  major  dif- 
ference between  the  PPS  market  basket  and  the 
market  basket  for  excluded  facilities  is  the  wages 
and  salaries  component.  This  component  comprises 
64  percent  of  the  market  basket  for  excluded  facili- 
ties compared  with  57  percent  of  the  PPS  market 


basket.  As  a  result,  changes  in  wages  affect  the 
PPS-excluded  market  basket  slightly  more  than  the 
PPS  market  basket. 

The  market  basket  for  excluded  facilities  would 
also  be  affected  by  the  Commission's  market  bas- 
ket structure  recommendation.  Excluded  facilities 
would  use  the  hospital  occupational  index  shown 
in  Table  A-2.  This  hospital  occupational  index 
would  be  applied  to  a  new  compensation  compo- 
nent in  the  excluded  market  basket.  The  compensa- 
tion component  would  combine  the  current  wage 
and  salary  category  with  the  benefit  category.  Since 
excluded  facilities  are  more  labor  intensive  than 
PPS  and  children's  hospitals,  the  proportion  of  the 
total  market  basket  reflecting  compensation  would 
continue  to  be  higher  for  excluded  hospitals.  Thus, 
the  Commission's  recommended  change  in  market 
basket  composition  would  affect  the  updates  for 
excluded  facilities  at  least  as  much  as  the  updates 
for  PPS  hospitals. 
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Table  A-3.  Components  of  the  Fiscal  Year  1990  PPS  Market  Basket  Forecast  Used  by  the 
Commission* 


Relative 

Projected 

Importance 

Increase 

Category  of  Costs 

1989b 

1990 

Price  Proxy 

Wages,  salaries,  and  benefits 

00.  DO 

c  no/ 
5.9% 

Medicare  Hospital  Occupational  Index 

Drriioeeirinal  foot 

"lOTessioriai  ices 

u.  /  y 

D.  1 

Medical  Tees 

U.UU 

MA 

r"*Hh^r  fooc 

u.  /  y 

D.  t 

uul  piUTcbblUi  lal  anu  IcCilillCal  WUiKcic* 

oapiiai 

U.UU 

hih 
INM 

i  .yo 

DO 

Fuel  oil,  coal  and  other  fuel 

n  /in 

o  o 

Producer  Price  Index  (PPI)  middle  distillates 

ciecxrictTy 

u.yo 

o.U 

rri  industrial  eiecxric  power 

Natural  gas 

0.28 

4.7 

PPI  gas  fuels 

Motor  gasoline 

r\  on 

8.8 

PPI  gasoline 

Water  and  sewage 

U.U4 

/  .0 

CPI  water  and  sewage  maintenance 

Malpractice  insurance 

1  CIA 

i  .yu 

iA  i 

iy.4 

AHA  Annual  Survey  Malpractice  Insurance 

All  other  products 

OA  0"7 

20.27 

5.3 

r  ridrrriaceuiicais 

C  CA 

O  9 
O.i. 

rri  exnicai  ^prescription)  preparations 

Food 

0  07 

4.0 

L/Onxiaci  services 

o  nn 

L/"i  toou  purcnaseu  away  nom  noine 

Direct  purchase 

1  .£1/ 

c  c 

D.D 

PPI  processed  food 

v^nernicais  ana  cleaning  proaucis 

O  CQ 

/I  A 

PPI  industrial  chemical  products 

Surgical  and  medical  instruments 

l  .97 

2.9 

PPI  medical  and  surgical  instruments 

Photographic  supplies 

1 .96 

ft  c 

PPI  photographic  supplies 

Rubber  and  plastics 

1 .83 

5.0 

PPI  rubber  and  plastic  products 

t  dper  piuuucis 

I .  I  o 

Da 

rri  composite  paper  price  inuex 

Anna  ro  1 

Mppdi  ei 

U.OO 

o.  1 

rri  tcxiiic  nouse  Turmsnings 

Minor  machinery  and  equipment 

U.o/ 

4.4 

PPI  machinery  and  equipment 

Miscellaneous  products 

n  co 

U.oo 

4.8 

PPI  all  finished  goods 

All  nthor  con/iroc 
Mil  U  U  ler  i   acl  VICt?S 

Business  services 

O  A/1 

A  O 

4.8 

A  i  i  r-  i_ 

AHE  business  services 

Computer  and  data  processing 

1.56 

6.8 

AHE  computer  services 

Transportation  and  shipping 

0.93 

5.4 

CPI  transportation 

Telephone 

U.M 

1  Q 

o.o 

CPI  telephone  services 

Blood  services 

0.47 

4.2 

PPI  blood  and  related  biologicals 

Postage 

0.29 

0.0 

CPI  postage 

All  other  services:  labor  intensive 

0.94 

4.9 

ECI  all  service  workers 

All  Other  services:  nonlabor  intensive 

0.61 

4.6 

CPI  all  items 

Total 

100.00 

5.7 

Excludes  capital,  medical  education,  and  medical  professional  fees. 

The  relative  importance  for  each  cost  category  represents  the  proportion  of  a  hospital's  expenses  incurred  for  these  inputs  in  a  1982  base  period 
updated  by  subsequent  price  changes.  The  relative  importance  changes  over  time  in  accordance  with  price  changes  in  each  cost  category. 
This  is  the  hospital  occupational  index  recommended  by  ProPAC.  It  uses  a  combination  of  wage  indexes  based  on  occupational  categories:  nine  different 
Employment  Cost  Indexes  external  to  the  hospital  industry  and  one  internal  to  the  hospital  industry. 


SOURCE:  Data  Resources,  Inc.  first  quarter  1989  forecasts. 
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THE  DISCRETIONARY  ADJUSTMENT 
FACTOR  FOR  PPS  HOSPITALS  AND  PPS- 
EXCLUDED  HOSPITALS  AND  UNITS 

The  development  of  the  discretionary  adjustment 
factor  (DAF)  recommendations  for  PPS  hospitals 
and  for  PPS-excluded  hospitals  and  units  is  based 
on  the  Commission's  recognition  of  potential 
changes  in  the  average  cost  of  a  discharge  and  the 
appropriate  effect  of  these  changes  on  Medicare 
payments  to  hospitals.  To  quantify  the  DAF,  the 
Commission  examined  two  major  factors:  scientific 
and  technological  advancement,  and  hospital  pro- 
ductivity improvement. 

In  previous  years,  the  Commission  also  consid- 
ered case-mix  change  and  site-of-care  substitution 
as  components  of  the  DAF  for  PPS  hospitals.  This 
year,  case-mix  change  has  been  removed  from  the 
DAF  and  is  a  separate  component  of  the  PPS 
update  factor. 

The  Commission  also  decided  that  there  is  no 
longer  an  empirical  basis  for  recommending  an 
adjustment  for  site-of-care  substitution  in  the  DAF 
for  PPS  hospitals.  This  decision  was  based  primar- 
ily on  the  stabilization  of  hospital  admission  rates 
and  length  of  stay.  The  Commission  believes  that 
hospital  opportunities  for  moving  services  out  of 
an  inpatient  stay  into  other  settings  have  diminished 
to  the  point  that  an  adjustment  for  site-of-care 
substitution  is  no  longer  necessary. 

Both  scientific  and  technological  advancement 
and  hospital  productivity  improvement  are  future- 
oriented  goals  based  in  part  on  analyses  of  past 
behavior.  ProPAC  reviewed  analyses  that  provide 
ranges  of  estimates  of  cost  changes  associated  with 
productivity  and  scientific  and  technological  ad- 
vancement. The  Commission  concluded  that  for 
PPS  hospitals  in  fiscal  year  1990,  allowances  for 
scientific  and  technological  advancement  and  pro- 
ductivity improvement  should  offset  one  another, 
resulting  in  a  discretionary  adjustment  factor  of 
zero.  The  Commission  reached  the  same  decision 
for  PPS-excluded  hospitals  and  units. 

In  the  following  sections,  the  allowances  for 
scientific  and  technological  advancement  and  hos- 
pital productivity  are  discussed  in  greater  detail. 


Scientific  and  Technological  Advancement 
in  PPS  Hospitals 

As  part  of  the  DAF,  ProPAC  has  for  several  years 
analyzed  the  effects  of  scientific  and  technological 
advances  on  the  cost  of  providing  quality  hospital 
services.  The  Commission's  recommended  allow- 
ance is  a  policy  target  for  the  next  fiscal  year, 
rather  than  an  adjustment  for  past  behavior  in  the 
hospital  industry.  It  represents  the  Commission's 
judgment  about  the  appropriate  level  of  financing 
for  technological  advancement  in  the  fiscal  year 
1990  payment  rates  to  PPS  hospitals.  The  allow- 
ance is  based  on  estimates  of  total  cost  increases 
for  PPS  hospitals  due  to  cost-increasing,  quality- 
enhancing  technologies. 

In  determining  the  policy  target  for  fiscal  year 
1990,  the  Commission  examined  important  recent 
changes  in  significant  scientific  and  technological 
advances.  Thirteen  cost-increasing,  quality-enhanc- 
ing technologies  were  identified.  The  total  incre- 
mental impact  of  these  technologies  on  inpatient 
operating  costs  is  approximately  $242  million  for 
fiscal  year  1990. 

This  estimate  includes  costs  associated  with  both 
new  and  existing  cases.  New  cases  are  those  that 
would  not  have  been  treated  as  hospital  inpatients 
prior  to  adoption  of  the  new  technology.  Existing 
cases  are  those  that  would  have  been  treated  as 
inpatients,  but  less  intensively.  Only  existing  cases 
are  considered  in  the  technology  allowance  of  the 
DAF,  however.  The  inclusion  of  all  costs  associ- 
ated with  new  cases  is  unnecessary  here  because 
new  cases  automatically  result  in  additional  DRG 
payments.  Additional  costs  associated  with  in- 
creases in  case  complexity  are  accounted  for  in  the 
case-mix  change  component  of  the  update  factor. 
56  percent  ($135  million)  of  the  total  estimate  is 
associated  with  new  cases. 

Adjusting  for  existing  cases  is  necessary  because 
they  have  increased  costs  due  to  the  application  of 
the  new  technologies.  Of  the  $242  million  esti- 
mate, 44  percent  ($107  million)  is  associated  with 
existing  cases.  The  Commission  estimates  that  the 
standardized  amounts  would  have  to  increase  by 
approximately  0.3  percent  to  cover  the  costs  of 
these  advances. 
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In  1988,  the  Commission  identified  29  cost- 
increasing  technologies,  adding  about  $302  million 
to  Medicare  costs  for  fiscal  year  1989.  More  than 
54  percent  of  the  estimate  was  associated  with  new 
cases.  Forty-six  percent  ($118  million)  was  associ- 
ated with  existing  cases,  which  represented  a  0.3 
percent  increase  to  the  standardized  amounts.  How- 
ever, the  Commission  recommended  a  0.5  percent 
increase  for  fiscal  year  1989  to  include  technolo- 
gies and  changes  in  practice  patterns  not  consid- 
ered in  the  study. 

A  more  detailed  explanation  of  how  the  Com- 
mission derived  the  fiscal  year  1990  estimates  is 
presented  below. 

Study  Methodology-For  the  past  three  years, 
Project  HOPE  has  performed  a  study  of  scientific 
and  technological  advancement  for  the  Commis- 
sion. This  year,  the  methodology  was  limited  to  an 
examination  of  major  changes  in  diffusion  costs  of 


technology  advancement  identified  in  past  reports. 
New  technologies  that  were  likely  to  have  a  signifi- 
cant effect  on  inpatient  operating  costs  were  also 
added. 

To  be  included  on  the  list  of  cost-increasing, 
quality-enhancing  technologies,  four  criteria  had  to 
be  met.  First,  the  technology  should  significantly 
effect  incremental  changes  in  Medicare  inpatient 
operating  costs.  Second,  it  should  be  at  least  5 
percent  diffused.  Third,  it  should  be  no  more  than 
75  percent  diffused.  Finally,  it  should  be  consid- 
ered safe  and  effective. 

The  primary  sources  of  information  for  this 
analysis  were  medical  and  health  policy  literature, 
telephone  interviews  with  medical  and  industry 
experts,  and  consultations  with  technology  experts. 

The  cost  estimates  for  the  cost-increasing  tech- 
nologies are  summarized  in  Table  A-4.  The  estimates 


Table  A-4.  Estimated  Fiscal  Year  1990  Medicare  Cost  Impact  of  New,  Cost- 
Increasing  Technologies  in  PPS  Hospitals 

Amount  (In  Millions)  


Technology  Low  High  Best 


Cochlear  implants 

$  3.2 

$  3.2 

$  3.2 

Electrophysiologic  studies 

37.5 

42.0 

39.8 

End  tidal  C02  monitors 

2.5 

3.8 

2.5 

Implantable  defibrillator 

23.9 

35.8 

29.9 

Implantable  infusion  pumps 

1.0 

1.6 

1.3 

Low  osmolar  and  nonionic  contrast  media 

3.8 

5.0 

4.4 

Magnetic  resonance  imaging 

2.5 

4.8 

4.8 

Monoclonal  antibody  imaging  agents 

3.8 

13.2 

8.5 

Pacemakers  -  dual  chamber 
Pacemakers  -  single  chamber, 
rate-responsive 

20.3 

20.3 

20.3 

Percutaneous  transluminal  coronary 
angioplasty 

21.2 

56.4 

38.8 

Positron  emission  tomography 

7.5 

10.5 

9.0 

Pulse  oximetry 

8.8 

10.0 

10.0 

Thrombolytic  agents 

52.2 

87.0 

69.6 

Total 

188.2 

293.6 

242.1 

SOURCE:  Project  HOPE  under  contract  to  ProPAC. 
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for  thrombolytic  agents  and  percutaneous  translu- 
minal coronary  angioplasty  once  again  are  major 
items  in  the  overall  dollar  estimate.  A  new  technology 
added  to  the  list  for  fiscal  year  1990,  electrophysio- 
logical studies,  also  proved  to  be  of  major  impor- 
tance. 

The  major  difference  in  the  total  dollar  estimate 
for  fiscal  year  1990,  compared  with  the  estimate 
for  fiscal  year  1989,  is  the  absence  of  the  one-time 
adjustment  for  AIDS  infection  control  allowed  in 
fiscal  year  1989.  That  estimate  did  not  reflect  the 
direct  cost  of  treating  Medicare  AIDS  patients. 
Rather,  it  reflected  the  additional  costs  associated 
with  providing  protection  for  Medicare  patients 
from  infection  with  the  AIDS  virus. 

Five  cost-decreasing  technologies  have  been 
identified,  as  shown  in  Table  A-5.  These  technolo- 
gies are  expected  to  generate  an  estimated  $95 
million  in  savings  for  fiscal  year  1990.  The  compa- 
rable estimate  of  savings  from  cost-decreasing 
technologies  for  fiscal  year  1989  was  $34  million. 


Table  A-5.  Estimated  Fiscal  Year  1990  Medicare 
Cost  Impact  of  New,  Cost-Decreasing 
Technologies  in  PPS  Hospitals 

Amount 


(In  Millions) 


Cost-Decreasing  Technology* 

Low 

High 

Best 

Endoscopic  lasers 

$  -32.2 

$-46.5 

$  -39.4 

Extracorporeal  Shockwave 
lithotripsy 

-9.3 

-9.3 

-9.3 

Gallstone  lithotripsy 

-28.8 

-28.8 

-28.8 

Peripheral  vascular  angioplasty 

-8.0 

-13.7 

-6.9 

Valvuloplasty 

-10.0 

-11.0 

-10.5 

Total 

-88.4 

-109.3 

-94,9 

*  These  cost-decreasing  technologies  have  the  potential  to  save  money  relative  to 
the  technologies  they  are  replacing.  However,  H  Is  recognized  that  there  Is  a  great 
deal  of  uncertainty  surrounding  these  estimates  and  that,  as  In  the  past, 
potentially  cost-saving  technologies  may  end  up  Increasing  costs  In  the  aggregate 
due  to  Increased  utilization. 


SOURCE:  Pro|ect  HOPE  under  contract  to  ProPAC. 


Methodology  Limitations-The  estimates  de- 
scribed above  are  subject  to  several  limitations. 
First,  they  do  not  capture  the  cost  impact  of  more 
established  technologies  that  are  still  diffusing  into 
facilities,  or  those  that  have  different  applications 
than  originally  intended.  Second,  the  estimates 


reflect  only  technologies  adopted  systemwide. 
Third,  the  cost  estimates  are  affected  by  uncer- 
tainty regarding  future  adoption  and  use  of  specific 
technologies  for  Medicare  patients.  Finally,  the  list 
of  technologies  includes  only  those  technologies 
that  are  projected  to  have  a  major  effect  on  operat- 
ing costs.  Many  "small  ticket"  technological  ad- 
vances are  therefore  omitted.  In  addition,  the  esti- 
mates are  developed  using  imprecise  estimation 
techniques. 

Despite  these  limitations,  the  Commission  has 
found  the  approach  useful  for  estimating  the  cost 
of  technological  advancement.  Since  the  methodol- 
ogy tends  to  underestimate  these  costs,  the 
Commission  has  consistently  added  to  the  study 
estimates  to  arrive  at  the  DAF  allowance. 

Scientific  and  Technological  Advancement 
in  PPS-Excluded  Hospitals  and  Units 

The  effect  of  scientific  and  technological  ad- 
vances on  the  cost  of  providing  quality  hospital 
services  in  PPS-excluded  facilities  has  been  ana- 
lyzed by  the  Commission  as  part  of  the  DAF 
allowance  for  the  past  several  years.  This  part  of 
the  DAF  allowance  is  a  future-oriented  policy  tar- 
get. It  reflects  the  Commission's  judgment  of  the 
financial  requirements  for  PPS-excluded  facilities 
to  implement  cost-increasing,  quality-enhancing 
technologies  used  to  treat  Medicare  patients. 

To  determine  the  scientific  and  technological 
advancement  allowance  for  fiscal  year  1990  for 
excluded  facilities,  the  Commission  applied  the 
same  approach  it  used  for  PPS  hospitals.  Cost 
ranges  were  estimated  for  new  technologies  that 
significantly  affect  Medicare  inpatient  operating 
costs.  The  Commission  examined  a  set  of  impor- 
tant new  technologies  and  scientific  developments 
since  the  fiscal  year  1989  study.  As  is  the  case 
with  the  PPS  estimates,  it  is  impossible  to  enumer- 
ate all  the  technologies  that  meet  the  definition  of 
advancement  and  to  identify  their  costs  precisely. 

For  fiscal  year  1990,  five  technologies  were 
identified  as  having  a  significant  effect  on  Medi- 
care inpatient  operating  costs.  The  estimate  of  the 
increase  in  costs  due  to  the  new  technologies 
averaged  0.2  percent  of  payments  to  PPS-excluded 
facilities.  This  estimate  is  somewhat  lower  than  the 
estimate  for  fiscal  year  1989  for  two  reasons.  First, 
the  fiscal  year  1990  estimate  does  not  include  the 
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one-time  adjustment  for  AIDS  infection  control. 
Second,  geriatric  treatment  programs,  which  com- 
prised over  75  percent  of  last  year's  estimate  for 
psychiatric  facilities,  are  now  considered  cost- 
decreasing  rather  than  cost-increasing.  Both 
resource  intensity  and  length  of  stay  for  these 
programs  were  overestimated  for  fiscal  year  1989. 


incorporates  the  savings  associated  with  produc- 
tivity goals.  It  accounts  for  the  potential  productivity 
improvements  resulting  from  PPS  incentives  to 
reduce  the  number  and  cost  of  resources  used  to 
treat  patients.  Past  productivity  trends  serve  as  a 
guidepost  in  the  Commission's  determination  of 
productivity  targets  for  the  future. 


Developing  the  Estimates-Project  HOPE  per- 
formed the  study  of  technological  advances  for 
psychiatric  and  rehabilitation  facilities  by  employ- 
ing the  same  basic  approach  as  that  used  for  PPS 
hospitals.  A  different  approach  was  used  for  long- 
term  hospitals  because  of  the  diversity  of  facilities 
in  this  category.  For  long-term  facilities,  a  weighted 
average  of  the  per-case  cost  estimates  for  PPS, 
psychiatric,  and  rehabilitation  facilities  was  used. 

Analysis  of  industry  and  technology  literature, 
telephone  surveys,  and  consultations  with  clinical 
experts  led  to  the  development  of  the  list  and  cost 
estimates  of  the  technologies.  As  Table  A-6  shows, 
two  psychiatric  and  three  rehabilitation  technolo- 
gies were  identified  as  significantly  affecting  Medi- 
care inpatient  operating  costs. 

Table  A-6.  Estimated  Fiscal  Year  1990  Medicare 
Cost  Impact  of  New,  Cost-Increasing 
Technologies  in  Psychiatric  and 
Rehabilitation  Hospitals  and  Distinct- 
Part  Units 


New  Technology 


Amount 
(In  Thousands) 


Psychiatric 

Magnetic  resonance  imaging 
Clozapine 

Rehabilitation 

Customized  plastic  orthotics 
Customized  positioning  and  seating 
Augmentative  communication  devices 


$1,600-2,600 
1,200 


$  22-240 
11-58 


*  Data  were  insufficient  to  estimate  this  amount. 
SOURCE:  Project  HOPE  under  contract  to  ProPAC. 


The  analysis  of  technological  advances  for  PPS- 
excluded  facilities  is  subject  to  the  same  limita- 
tions described  in  the  similar  study  for  PPS 
hospitals. 

Productivity  in  PPS  Hospitals 

The  hospital  productivity  allowance  for  PPS 
hospitals  is  a  future-oriented  policy  target  that 


Productivity  Concepts  and  Definitions-The 

Commission  measures  productivity  as  the  ratio  of 
outputs  per  unit  of  resource  input.  Increased 
productivity  implies  that  the  hospital  is  either  pro- 
ducing more  or  higher-quality  products  with  the 
same  resources,  or  the  same  products  with  fewer 
resources.  Decreased  productivity  implies  that  the 
hospital  is  either  producing  fewer  or  lower-quality 
products  with  the  same  resources,  or  the  same 
products  with  more  resources. 

The  Commission  is  concerned  about  identifying 
reasonable  indicators  of  changes  in  the  hospital 
production  process  that  affect  hospital  costs.  How- 
ever, examination  of  these  changes  is  confounded 
by  problems  in  measuring  the  hospital  product. 
Ideally,  productivity  should  be  based  on  precise 
measurement  of  the  changes  in  the  hospital  product 
that  incorporate  health  outcome,  service  quantity 
and  quality,  and  case  mix.  Because  that  is  not 
possible,  the  Commission  uses  past  productivity 
measures  only  as  a  starting  point  for  discussion  of 
future  policy  goals  in  this  area. 

In  its  analysis  of  hospital  productivity,  the  Com- 
mission has  defined  the  discharge  as  the  final 
hospital  product.  Discharge  productivity  is  com- 
posed of  intensity  and  intermediate  productivity. 
Intensity  is  measured  as  the  units  of  service  pro- 
vided per  inpatient  stay.  Intermediate  productivity 
is  measured  as  the  resources  used  to  produce  an 
individual  service.  For  example,  the  time  spent  on 
an  X-ray  procedure  or  a  lab  test  is  considered 
intermediate  productivity,  while  the  quantity  of 
services  provided  during  hospitalization  for  chemo- 
therapy is  considered  intensity. 

Units  of  service  vary  by  the  type  of  service  and 
availability  of  data.  For  example,  a  unit  of  service 
on  the  medical/surgical  unit  is  generally  expressed 
as  a  patient  day,  while  in  radiology  it  is  expressed 
as  an  X-ray  procedure. 
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Study  Methodology- As  in  the  past,  the  Com- 
mission's study  of  hospital  productivity  trends  was 
performed  by  Health  Economics  Research,  Inc. 
(HER).  HER  used  two  data  sources:  American 
Hospital  Association  (AHA)  Monitrend  data  for 
1979  through  1988,  and  AHA  Annual  Survey  data 
for  1979  through  1987.  The  Monitrend  data  analy- 
sis measured  labor  productivity  and  intensity  in 
independent  cost  centers,  aggregated  to  arrive  at 
overall  hospital  productivity  measures.  HER  used 
the  AHA  Annual  Survey  data  to  measure  labor 
productivity  using  admissions  as  a  measure  of 
output.  These  data  were  used  primarily  to  validate 
the  Monitrend  analysis  and  to  measure  productivity 
for  PPS-excluded  hospitals. 

For  the  fiscal  year  1990  update  factor,  HER's 
study  focused  primarily  on  developing  estimates  of 
the  changes  in  labor  productivity  in  the  past  year. 
Using  AHA  Monitrend  data,  HER  developed  mea- 
sures of  productivity  based  on  hours  per  unit  of 
service  (intermediate  productivity)  and  hours  per 
discharge  (discharge  productivity).  Decreases  in 
productivity  are  expressed  as  increases  in  hours 
per  unit  of  service  or  increases  in  hours  per 
discharge. 

The  Commission  was  particularly  concerned  that 
the  measures  of  productivity  should  be  adjusted  for 
product  changes  associated  with  increasing  patient 
complexity.  To  address  this  problem,  the  measures 
of  discharge  productivity  and  intensity  were  ad- 
justed for  real  case-mix  change.  Estimates  of  cost 
increases  associated  with  real  case-mix  change 
were  provided  by  ProPAC. 

As  mentioned  above,  there  are  significant  limita- 
tions to  these  analyses.  First,  defining  the  hospital 
product  is  difficult  and  ambiguous.  Second,  at- 
tempting to  measure  the  product  once  defined  is 
also  imprecise  and  incomplete  because  the  hospital 
product  changes.  Nevertheless,  the  Commission 
takes  the  limitations  into  account  and  then  uses  the 
analyses  to  help  assess  industry  productivity 
change. 

Study  Results-Productivity  trends  from  1981 
through  1988  are  shown  in  Table  A-7  and  Figure 
A-l.  Hours  per  discharge  and  service  units  per 
discharge  are  adjusted  for  real  case-mix  change. 
The  data  show  a  small  increase  in  hours  spent  per 
discharge  since  1987,  which  indicates  a  decrease  in 


discharge  productivity.  Hours  spent  per  service  unit 
increased  slightly  since  1987,  which  indicates  a 
decrease  in  intermediate  productivity.  The  data 
also  show  a  slight  decrease  in  intensity  since  1987, 
which  is  seen  in  the  small  decrease  in  service  units 
per  discharge. 

Even  though  actual  labor  productivity  has  not 
improved,  the  annual  rate  of  increase  in  hours 
spent  per  discharge  and  hours  spent  per  service 
unit  has  decreased  since  the  inception  of  PPS.  The 
trends  seen  in  the  table  and  figure  need  to  be 
interpreted  with  caution  since  the  data  remain 
unadjusted  for  product  changes  related  to  factors 
other  than  real  case-mix  change  and  increased 
outpatient  activity. 


Productivity  Potential  in  PPS-ExcIuded 
Facilities 

The  productivity  allowance  for  PPS-excluded 
facilities  is  a  future-oriented  policy  target  that  re- 
flects the  savings  associated  with  productivity 
improvement  goals.  Past  productivity  trends  serve 
as  a  guidepost  in  the  Commission's  determination 
of  future  productivity  targets. 

Health  Economics  Research,  Inc.  performed  the 
study  of  PPS-excluded  facility  productivity  trends. 
Productivity  trends  from  1981  to  1987  were  exam- 
ined using  AHA  Annual  Survey  data.  The  data 
included  all  facilities  classified  as  psychiatric, 
rehabilitation,  long-term  general,  and  chronic  dis- 
ease hospitals. 

Labor  productivity  trends  were  measured  by 
comparing  the  growth  in  admissions,  adjusted  for 
outpatient  activity,  with  the  growth  in  labor  inputs. 
Labor  inputs  were  measured  by  the  number  of 
full-time  equivalent  employees  recorded  on  the 
survey,  adjusted  for  changes  in  employee  skill  mix. 

Results  of  the  study  indicate  that  labor  hours  per 
admission  have  not  changed  for  PPS-excluded  fa- 
cilities as  a  group.  For  psychiatric  facilities,  labor 
hours  per  admission  show  a  slight  increase  from 
1986  to  1987.  For  rehabilitation  facilities,  labor 
hours  per  admission  show  a  slight  decrease.  Data 
for  long-term  facilities  are  not  consistent  enough  to 
obtain  a  reliable  estimate.  Overall,  the  change  in 
labor  productivity  from  1986  to  1987  appears 
negligible. 
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Table  A-7.  Annual  Percent  Change  in  Inputs  Per  Unit  of  Output,  1981-1988 


Intermediate 

Discharge  Productivity8  Productivity8   Intensity8  

Real  Case-      Hours  Per          Hours  Per  Discharge,       Hours  Per          Units  Per        Units  Per  Discharge, 
Year          Mix  Change     Discharge6      Real  Case-Mix  Adjusted6,0        Unit            Discharge6           Real  Case-Mix 
 Adjusted6-' 


1981 

1.0 

4.5 

3.5 

2.9 

1.6 

0.6 

1982 

1.0 

4.4 

3.4 

3.1 

1.2 

0.2 

1983 

1.0 

1.8 

0.8 

2.3 

-0.5 

-1.5 

1984 

2.2 

0.4 

-1.8 

3.0 

-2.4 

-4.6 

1985 

2.4 

0.3 

-2.1 

1.3 

-1.3 

-3.7 

1986 

2.1 

3.7 

1.6 

1.2 

2.1 

0.0 

1987 

1.8 

2.9 

1.1 

1.0 

1.7 

-0.1 

1988 

1.9 

3.4 

1.5 

1.1 

1.7 

-0.2 

Negative  numbers  indicate  gains  in  productivity  and  positive  numbers  indicate  losses  in  productivity. 
Adjusted  for  outpatient  visits. 

Adjusted  for  real  case-mix  change  of  Medicare  patients. 


SOURCE:     American  Hospital  Association  Monitrend  data  analyzed  by  Health  Economics  Research,  Inc.  under  ProPAC  contract.  Real  case-mix  change  estimates  by 
ProPAC. 


Figure  A-1.  Annual  Percent  Change  in  Inputs  per  Unit  of  Output, 
Real  Case  Mix  Adjusted:  United  States  Hospitals, 
1981-1988 


1981     1982     1983     1984     1985     1986     1987  1988 

Year 


v         Hours/Unit        =  Intermediate  Productivity  -9-        Hours/Discharge  =  Aggregate  Productivity 

*  Units/Discharge  =  Intensity 


SOURCE:  AHA  Monltrend  data  analyzed  by  Health  Economics  Research,  Inc.  under  ProPAC  contract  Real  case-mix  change  estimates  by 
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CASE-MIX  CHANGE 

The  Commission  believes  that  hospitals  should 
be  compensated  for  increases  in  real  case-mix 
change  but  not  for  changes  in  medical  record 
documentation  and  coding  practices,  or  upcoding. 
Real  case-mix  change  is  defined  as  changes  in 
patient  resource  requirements  caused  by  changes  in 
patients  or  their  treatments.  Payment  increases  as- 
sociated with  a  rise  in  the  DRG  case-mix  index 
may  result  from  both  real  case-mix  change  and 
upcoding.  ProPAC  recommends,  therefore,  that  pay- 
ments be  allowed  to  increase  only  for  that  portion 
of  CMI  change  related  to  real  case-mix  change 
plus  additional  patient  care  requirements  not  mea- 
sured in  the  CMI. 

The  Commission  has  been  working  to  develop 
better  methods  to  measure  the  components  of  case- 
mix  change  to  adjust  the  update  factor  appropri- 
ately. This  has  been  difficult  because  the  forces 
affecting  case-mix  change  are  complex,  and  the 
data  for  examining  it  are  not  readily  available.  This 
year  ProPAC  has  significantly  improved  its  case- 
mix  measurement  capabilities.  The  Commission's 
final  recommendation,  however,  must  still  rely 
heavily  on  its  judgment  regarding  case-mix  change. 

The  studies  and  methods  the  Commission  used 
to  estimate  each  case-mix  change  component  and 
to  arrive  at  its  final  recommendation  are  described 
below. 

Case-Mix  Index  Change 

The  3.0  percent  projection  for  CMI  change  in 
1989  is  based  on  preliminary  HCFA  data  on  CMI 
change  in  1988.  Comparing  the  1988  CMI  (calcu- 
lated with  data  through  September  1988)  with  the 
1987  CMI  (calculated  with  comparable  data  avail- 
able through  September  1987)  yields  an  increase 
of  3.6  percent.  The  Commission  believes  this  large 
CMI  increase  was  at  least  partly  due  to  major 
changes  in  the  DRG  Grouper  introduced  in  1988. 
Age  was  eliminated  as  a  classification  criterion  for 
the  DRGs,  thus  providing  hospitals  with  further 
incentives  to  completely  code  all  patient  complica- 
tions and  comorbidities.  It  was  assumed,  therefore, 
that  much  of  the  1988  increase  above  the  previous 
trend  was  due  to  upcoding. 

ProPAC  believes  that  case-mix  index  changes 
due  primarily  to  upcoding  are  large  in  the  first  year 


they  occur  and  fall  off  quickly  afterward.  This 
conclusion  is  based  on  the  pattern  observed  for 
hospitals  under  PPS  since  its  beginning  and  on  the 
experience  of  New  York  and  Massachusetts  hospi- 
tals, which  came  under  PPS  later.  CMI  change  for 
1989,  therefore,  is  expected  to  be  considerably 
below  3.6  percent.  On  the  basis  of  the  CMI  change 
trend  before  1988,  ProPAC  would  have  expected 
CMI  change  to  decline  gradually  to  an  almost 
steady-state  level,  absent  any  major  changes  in 
upcoding.  The  projection  of  3.0  percent  change  in 
1989  is  a  compromise  between  the  actual  experi- 
ence in  1988  and  the  trend  in  declining  CMIs  that 
was  evident  before  then. 

Real  Across-DRG  CMI  Change 

The  Commission  believes  that,  as  the  total 
amount  of  case-mix  index  change  declines,  the 
proportion  that  reflects  real  changes  in  patient  care 
requirements  increases.  The  current  estimates  build 
on  this  logic  and  preliminary  empirical  evidence 
provided  by  a  major  study  of  real  case-mix  change 
conducted  by  the  RAND  Corporation  for  HCFA 
and  ProPAC.  The  final  report  will  be  released  in 
June  1989. 

The  study  compared  original  coded  information 
from  medical  records  with  recoded  data  from  the 
same  records,  apportioning  CMI  change  into  real 
and  upcoding  components.  The  contractor  used 
medical  record  data  from  fiscal  years  1986  and 
1987.  A  sample  of  records  proportional  to  the 
number  of  Medicare  cases  in  each  state  was  se- 
lected. These  data  were  supplemented  with  CMI 
data  from  the  Medicare  patient  billing  file  to  esti- 
mate the  CMI  level  at  which  Medicare  paid  for 
these  cases  over  the  same  period. 

The  medical  records  were  collected  by  the 
SuperPRO.  The  SuperPRO  is  under  contract  with 
HCFA  to  monitor  and  evaluate  PRO  performance. 
As  part  of  its  activities,  the  SuperPRO  reabstracts 
a  sample  of  medical  records  that  were  reviewed  by 
the  PROs.  For  this  study,  the  SuperPRO  coded  the 
medical  records  again,  using  consistent  coding 
rules.  Because  the  SuperPRO  has  no  incentive  to 
upcode  and  its  coders  are  well  trained,  DRG  as- 
signments from  the  recoded  data  are  highly 
reliable. 

The  contractor  estimated  the  amount  of  upcoding 
by  comparing  DRG  assignments  made  from  the 
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hospital's  coded  data  with  DRG  assignments  from 
the  SuperPRO's  data  recoded  for  this  study.  The 
real  CMI  change  over  the  period  was  estimated  by 
comparing  the  1986  and  1987  reabstracted  data. 

The  contractor  also  developed  estimates  of  the 
effects  of  three  causes  of  upcoding.  The  first, 
changes  in  hospital  coding  behavior,  was  estimated 
by  comparing  the  hospital's  coding  with  the 
SuperPRO's  coding.  The  second,  changes  in  DRG 
assignments  caused  by  Grouper  changes,  was  esti- 
mated by  comparing  DRG  assignments  for  the 
same  data  using  different  versions  of  the  Grouper. 
The  third  source  of  upcoding,  changes  in  coding 
standards  or  improvements  in  SuperPRO  coding, 
was  estimated  by  comparing  DRG  assignments 
from  both  times  the  SuperPRO  coded  the  data. 

Preliminary  results  indicate  that  approximately 
three-quarters  of  the  CMI  change  observed  be- 
tween 1986  and  1987  was  real.  The  CMI  calcu- 
lated with  the  SuperPRO  recoded  data  was  very 
similar  to  the  CMI  calculated  with  the  original 
hospital  data.  Compared  with  the  original  hospital 
coding,  the  SuperPRO  assigned  lower-weighted 
DRGs  in  approximately  the  same  proportion  of 
cases  as  they  assigned  higher- weighted  DRGs.  Only 
a  small  portion  of  the  CMI  change  from  1986  to 
1987  could  be  attributed  to  Grouper  changes.  A 
slightly  larger  portion  appears  to  be  due  to  changes 
in  coding  standards  or  SuperPRO  coding,  but  this 
result  is  based  on  preliminary  findings. 

This  estimate  should  be  considered  an  upper 
boundary  on  the  amount  of  real  case-mix  change, 
however,  because  of  two  limitations  of  the  study. 
First,  the  1987  data  used  in  the  study  are  incom- 
plete. Data  that  come  in  later  during  the  year 
generally  represent  higher- weighted  DRGs  and, 
therefore,  raise  the  CMI.  Because  higher  CMI 
increases  are  associated  with  lower  proportions  of 
real  change,  preliminary  results  probably  overstate 
the  proportion  of  real  change. 

Second,  this  study  does  not  measure  the  effect 
of  improved  medical  record  documentation.  Evi- 
dence indicates  that  physicians  and  other  health 
care  practitioners  now  are  providing  more  informa- 
tion on  the  medical  record.  Although  this  would 
tend  to  raise  CMIs,  it  does  not  represent  real  CMI 
change. 


Study  results  indicate  that  approximately  three- 
quarters  of  the  2.1  percent  CMI  change  calculated 
in  1987  was  real.  The  Commission  believes  this 
proportion  is  an  upper  boundary  on  real  CMI 
change  for  the  reasons  discussed  earlier.  The  1989 
CMI  change  is  estimated  to  be  3.0  percent.  Taking 
into  account  the  higher  CMI  change  and  the  effects 
of  changes  in  medical  record  documentation,  the 
Commission  estimated  that  50  percent  of  the  1989 
CMI  change  was  real. 

Within-DRG  Case-Complexity  Change 

The  Commission's  recommendation  on  within- 
DRG  case-complexity  change  previously  was  based 
on  data  from  the  Commission  on  Professional  and 
Hospital  Activities.  These  data  showed  that,  hold- 
ing DRG  constant,  a  higher  number  of  unique 
body  systems  are  involved  in  the  average  case  since 
the  implementation  of  PPS,  indicating  an  increase 
in  case  complexity.  Further,  the  decline  in  admis- 
sions during  the  early  years  of  PPS  suggests  that 
less  complex  cases  were  being  treated  out  of  the 
hospital.  Finally,  the  Commission  believes  that 
when  real  across-DRG  case-mix  index  change  is 
high,  the  within-DRG  change  is  also  high. 

This  year  the  Commission  used  a  new  method 
to  estimate  within-DRG  case-complexity  change 
based  on  a  recent  study  by  SysteMetrics/ 
McGraw-Hill,  Inc.  The  final  report  from  this  study 
will  be  released  in  April  1989  as  part  of  ProPAC's 
Technical  Report  Series.  The  contractor  developed 
a  data  base  of  a  10  percent  stratified  random 
sample  of  PPS  hospitals.  The  resulting  567  hospi- 
tals were  representative  of  all  PPS  hospitals.  For 
this  set  of  hospitals,  all  discharge  records  were 
obtained  from  fiscal  years  1984  through  1987.  Two 
alternative  patient  classification  systems,  Disease 
Staging  and  Patient  Management  Categories 
(PMCs),  were  used  to  measure  changes  in  patient 
complexity. 

Disease  Staging,  a  clinically  based  measure  of 
severity,  uses  objective  medical  criteria  to  assess 
severity  on  the  basis  of  the  etiology  and  stage  of 
disease  progression.  Staging  defines  discrete  points 
in  the  course  of  individual  diseases.  These  points 
reflect  severity  in  terms  of  risk  of  death  or  residual 
impairment  and  are  clinically  significant  for  prog- 
nosis and  choice  of  therapy.  Every  diagnostic  code 
on  a  patient's  medical  record  is  used  to  determine 
a  disease  category  and  stage. 
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PMCs  were  designed  to  represent  clinically  dis- 
tinct patient  types,  each  requiring  a  different  diag- 
nostic and  treatment  strategy.  Within  each  of  the 
51  clinically  defined  disease  or  disorder  modules, 
physicians  identified  clinically  specific  patient  types. 
Typical  diagnoses  and  treatments  were  defined  for 
each  patient  type.  PMC  classification  is  based  on 
up  to  five  diagnoses,  three  procedures,  age,  and 
sex. 

After  assigning  cases  to  DRGs,  cases  were  clas- 
sified by  both  Disease  Staging  and  PMCs.  This 
was  to  allow  measurement  of  increases  in  complex- 
ity, by  both  classification  systems,  while  holding 
DRG  constant.  Using  this  methodology,  the 
contractor  developed  two  trend  estimates  of  case- 
complexity  change.  Using  Disease  Staging,  in- 
creases in  case-complexity  declined  from  4.1 
percent  in  1985  to  1.9  percent  in  1986,  and  to  1.0 
percent  in  1987.  Using  PMCs,  increases  in  case- 
complexity  declined  from  2.4  percent  in  1985  to 
1.2  percent  in  1986,  and  to  0.8  percent  in  1987. 

There  are  two  possible  reasons  for  case-com- 
plexity increases.  First,  medical  records  may 
reflect  a  more  complex  principal  diagnosis  or  con- 
dition for  the  average  patient.  Second,  the  average 
patient  may  have  more  complications  or  comor- 
bidities. Both  of  these  apparent  increases  in 
complexity  also  can  be  affected  by  more  thorough  or 
accurate  medical  record  coding  practices.  Thus, 
the  estimates  of  within-DRG  case-complexity 
change  provided  above  tend  to  be  overstated  be- 
cause, like  the  CMI,  they  are  subject  to  upcoding. 


The  contractor  investigated  the  possible  effects 
of  upcoding  on  these  estimates.  The  increase  in 
case-complexity  occurred  primarily  because  more 
comorbidities  were  coded,  not  because  the  princi- 
pal conditions  listed  were  more  severe.  To  measure 
their  impact,  the  contractor  artificially  reduced  the 
number  of  comorbidities.  Because  of  the  dominant 
effect  of  comorbidities  on  the  complexity  esti- 
mates, reducing  the  number  of  comorbidities  by  a 
given  percentage  resulted  in  an  almost  equal  reduc- 
tion in  the  complexity  estimate.  Therefore,  the 
adjusted  complexity  measure  depends  almost  en- 
tirely on  the  estimated  proportion  of  increased 
comorbidities  due  to  upcoding.  Based  on  this  in- 
formation, the  Commission  judged  that  the  lower 
end  of  the  range,  0.8  percent,  was  the  appropriate 
estimate  of  within-DRG  case-complexity  change. 


Future  Analyses 

Recent  CMI  data  indicate  that  case-mix  change 
is  still  an  important  source  of  PPS  hospital  pay- 
ment increases.  The  Commission  will  continue 
studying  case-mix  change  and  refining  methods  for 
estimating  its  components.  Further,  ProPAC  has 
urged  HCFA  to  refine  the  medical  record  reabstrac- 
tion  method  to  apportion  CMI  change  into  real  and 
upcoding  components.  In  addition  to  the  studies 
described  above,  the  Commission  will  release  its 
most  current  compilation  of  case-mix  data  in  its 
June  1989  report,  Medicare  Prospective  Payment 
and  the  American  Health  Care  System. 
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INDIRECT  MEDICAL  EDUCATION 
ADJUSTMENT 

In  its  1988  report  to  the  Secretary  of  Health  and 
Human  Services,  the  Commission  recommended 
that  the  indirect  costs  of  medical  education  should 
be  accommodated  in  the  prospective  payment  sys- 
tem structure  through  an  empirically  derived  pay- 
ment adjustment.  The  Commission  stressed  that 
since  PPS  has  moved  to  fully  national  rates,  sources 
of  hospital  cost  variation  were  recognized  to  a 
lesser  degree  in  the  basic  payment  to  hospitals. 
Equity  of  payments  to  hospitals  has  therefore  be- 
come increasingly  dependent  on  the  use  of  pay- 
ment adjustments  that  are  founded  in  sound  data 
analysis. 

The  Commission  further  recommended  that  the 
payment  adjustment  be  reviewed  annually  using 
the  most  recently  available  cost  data.  As  the  cost 
patterns  of  hospitals  continue  to  change,  and  other 
features  of  the  payment  system  are  revised, 
reestimating  the  relationship  between  teaching  effect 
and  Medicare  costs  on  an  annual  basis  becomes 
more  important.  The  Commission  requested  that 
the  Secretary  support  further  research  efforts  to 
improve  measurement  of  the  sources  of  hospital 
cost  variation. 

Finally,  the  Commission  urged  that  special  at- 
tention be  given  to  hospitals  that  face  the  largest 
cost  burden  associated  with  having  both  a  medical 
education  program  and  a  significant  share  of  low- 
income  patients. 

In  keeping  with  its  1988  recommendation,  the 
Commission  undertook  analysis  to  determine  the 
effect  of  teaching  effort  on  Medicare  costs.  There 
were  three  phases  to  the  analysis:  (1)  estimating 
the  relationship  between  teaching  effort  and  Medi- 
care costs  using  the  most  recent  Medicare  Cost 
Report  data  available,  (2)  examining  the  overlap 
between  the  indirect  medical  education  and  the 
disproportionate  share  payment  adjustments,  and 
(3)  evaluating  the  financial  impact  of  revising  the 
teaching  adjustment  based  on  the  results  of  the 
empirical  analysis. 

Background 

The  indirect  medical  education  adjustment  pre- 
dates the  implementation  of  PPS.  Following  1972 


legislation,  limits  were  set  on  Medicare  reimburse- 
ment levels  for  routine  per  diem  hospital  costs 
under  Section  223  of  the  Social  Security  Act 
Amendments.  These  cost  ceilings  were  adjusted 
for  hospital  size,  urban/rural  location,  and  area 
wage  rates. 

In  1980,  the  Section  223  cost  ceilings  were 
modified  by  adding  a  payment  adjustment  for  the 
indirect  costs  associated  with  medical  education. 
This  adjustment  recognized  the  higher  patient  care 
costs  of  hospitals  with  graduate  medical  education 
programs.  Among  the  factors  contributing  to  these 
higher  costs  are  the  greater  use  of  ancillary  ser- 
vices, a  more  severely  ill  patient  mix,  location  in 
inner  cities,  and  a  more  costly  mix  of  staffing  and 
facilities. 

As  part  of  its  original  plan  for  implementing 
PPS,  the  Administration  proposed  that  teaching 
hospitals  would  receive  a  per-case  payment  in- 
crease of  5.79  percent  for  every  0.1  in  their 
intern/resident  per  bed  ratio  (IRB).  This  adjust- 
ment was  derived  from  a  standard  regression  model 
using  1981  Medicare  Cost  Report  data.  The  model 
included  the  following  factors  to  explain  variation 
in  Medicare  cost  per  case:  DRG  case-mix  index, 
area  wages,  bed  size,  MSA  size,  and  IRB  as  the 
measure  of  teaching  effort. 

CBO  analysis  revealed  that  under  this  original 
PPS  proposal,  71  percent  of  teaching  hospitals 
would  have  payment  reductions  under  national 
rates.  In  response.  Congress  adopted  a  medical 
education  adjustment  of  11.59  percent  for  fiscal 
years  1984  and  1985,  doubling  the  original  5.79 
percent  adjustment.  This  adjustment  was  applied  to 
the  Federal  portion  of  payments  to  teaching  hospi- 
tals, which  was  25  percent  for  fiscal  year  1984  and 
50  percent  for  fiscal  year  1985.  The  adjustment 
was  funded  through  a  reduction  in  the  standardized 
amounts  paid  to  all  hospitals.  Table  A-8  provides  a 
history  of  the  indirect  medical  education  adjust- 
ment under  PPS. 

In  1986,  CBO  obtained  an  indirect  medical 
education  estimate  of  8.7  percent  using  an  alterna- 
tive analytic  approach,  referred  to  as  the  "payment 
regression  model,"  and  the  same  1981  Medicare 
Cost  Report  data.  This  estimate  was  significantly 
higher  than  the  5.79  percent  estimate  obtained 
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Table  A-8.  Indirect  Medical  Education 
Adjustment  Under  PPS 


Fiscal  Year 

Adjustment 

Federal  Portion8 

1984 

1 1  59%b 

25% 

1985 

1  1 

1986 

11.59 

50 

8.1c 

55 

1987 

8.1 

75 

1988 

8.1 

100 

1989 

7.7* 

100 

Share  of  PPS  payments  per  case  to  which  the  adjustment  was  applied.  Changes 
in  Federal  portions  were  phased  in  by  hospital  accounting  year. 
The  1 1 .59%  adjustment  was  used  in  the  following  formula  to  calculate  the 
percentage  add-on  to  payments  for  teaching  hospitals:  IRB*1.159. 
c  The  8.1%  adjustment  was  implemented  in  May  1986.  It  was  used  in  a  new  formula 
to  reflect  the  curvilinear  relationship  between  teaching  effort  and  Medicare  cost  per 
case:  2.0[(1  +IRB),405-1]. 

The  7.7%  adjustment  uses  the  same  basic  formula  as  the  8.1%  adjustment 
although  the  multiplier  was  changed  to  lower  the  adjustment:  1.89[(1  +IRB)*^^-1]. 

SOURCE:  U.S.  Congress,  House  of  Representatives,  Committee  on  Ways  and 

Means,  Background  Material  and  Pats  on  Programs  Within  the  Jurisdiction 
ol  the  Committee  on  Ways  and  Means  (Washington,  DC:  U.S.  Government 
Printing  Office,  March  2',  1988). 


from  the  standard  regression  model  using  the  same 
1981  Medicare  Cost  Report  data. 

The  payment  regression  model  used  to  derive 
the  8.7  percent  estimate  differs  from  the  standard 
regression  model  used  to  produce  the  5.79  percent 
estimate  in  several  important  ways.  First,  the  pay- 
ment model  includes  only  those  factors  affecting 
costs  that  are  explicitly  recognized  in  the  payment 
system.  The  factors  include  DRG  case-mix  index, 
area  wages,  MSA  size,  disproportionate  share  sta- 
tus, outlier  payments,  and  IRB.  All  factors,  except 
for  IRB,  are  then  restricted  in  the  analysis  to 
reflect  their  payment  system  values. 

The  resulting  estimate  for  the  IRB  coefficient 
represents  the  contribution  of  teaching  effort  to  the 
"unpaid-for"  variation  in  Medicare  cost  per  case. 
Consequently,  the  payment  model  allows  the  IRB 
estimate  to  become  a  proxy  for  other  factors  (such 
as  number  of  beds)  that  are  correlated  with  teach- 
ing effort  but  are  not  part  of  the  payment  system 
and  therefore  are  excluded  from  the  model.  The 
payment  adjustment  to  teaching  hospitals,  there- 
fore, includes  the  effects  of  a  large  number  of  beds 
on  Medicare  costs  per  case.  However,  nonteaching 
hospitals  with  a  large  number  of  beds  do  not 
receive  any  payment  adjustment  for  the  additional 
costs  they  may  experience  due  to  this  factor. 


Despite  its  drawbacks,  the  payment  model  does 
provide  a  prudent  method  to  estimate  the  relation- 
ship between  teaching  effort  and  Medicare  cost  per 
case.  The  inability  to  identify  and  accurately  meas- 
ure all  factors  affecting  hospital  costs  suggests 
that  adjustments  to  the  payment  system  for  legiti- 
mate cost  variation  should  be  made  in  a  less 
restrictive  fashion  than  a  standard  regression  model 
implies.  As  the  ability  to  measure  hospital  cost 
variation  improves,  the  structure  of  payment  ad- 
justments will  likely  also  improve. 

During  fiscal  year  1986  and  continuing  through 
fiscal  year  1988,  Congress  enacted  an  indirect 
medical  education  adjustment  of  8.1  percent.  In 
addition  to  the  lower  level,  a  new  formula  was  used 
to  calculate  the  adjustment  to  payments,  reflecting 
the  curvilinear  relationship  between  teaching  effort 
and  Medicare  cost  per  case.  The  difference  in 
payments  under  the  8.7  estimate  and  the  8.1  ad- 
justment was  used  to  finance  part  of  the  dispropor- 
tionate share  adjustment.  The  Federal  portion  of 
the  base  payment  to  which  the  adjustment  was 
applied  increased  from  50  percent  in  fiscal  year 
1986  to  100  percent  in  fiscal  year  1988.  For  fiscal 
year  1989,  the  indirect  medical  education  adjust- 
ment was  lowered  again  to  7.7  percent. 

Results  of  Analysis 

The  results  of  the  analysis  conducted  by  the 
Commission  follow. 

Indirect  Medical  Education  Estimate-Using 

the  payment  regression  model  and  third  year  Medi- 
care Cost  Report  data,  a  teaching  estimate  of  4.4 
percent  was  obtained.  The  regression  model  was 
designed  to  estimate  the  effect  of  teaching  effort 
on  Medicare  cost  per  case,  after  controlling  for 
case  mix,  area  wages,  MSA  size,  the  dispropor- 
tionate share  payment  adjustment,  and  outlier  pay- 
ments. Outlier  payments  were  estimated  using 
fiscal  year  1989  payment  rules.  A  total  of  4,928 
PPS  hospitals,  excluding  New  Jersey  and  Mary- 
land hospitals,  were  included  in  the  analysis. 

Payments  under  an  adjustment  of  4.4  percent 
would  decline  markedly  for  major  teaching  hospi- 
tals when  compared  to  other  teaching  hospitals. 
Table  A-9  compares  the  per-case  percentage  add-on 
to  payments  for  two  sample  teaching  hospitals 
under  the  7.7  percent  adjustment  and  the  4.4 
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Table  A-9.  Percentage  Add-On  to  Payments  for  Two  Sample  Teaching  Hospitals 


Add-On  Percent  for  Teaching  Under 
Current  Adjustment*  (7.7%) 

Add-On  Percent  for  Teaching  Under 
Payment  Model  Estimate*  (4.4%) 

Major  teaching  hospital 

17.9% 

10.2% 

(IRB  =  .25) 

Other  teaching  hospital 

3.8 

2.2 

(IRB  =  .05) 

*  PPS  payments  simulated  using  fiscal  year  1989  policy  rules,  Including  changes  resulting  from  Implementation  of  the  Medicare  Catastrophic 
Coverage  Act  of  1988,  Pub.  L  100-360. 


SOURCE:  ProPAC  analysis. 


percent  estimate.  For  a  major  teaching  hospital 
with  an  IRB  of  .25,  the  indirect  medical  education 
add-on  for  teaching  effort  would  decline  from  17.9 
percent  to  10.2  percent.  The  decrease  would  be 
much  less  for  the  teaching  hospital  with  an  IRB  of 
.05,  with  the  add-on  percentage  decreasing  from 
3.8  to  2.2  percent. 


Teaching/Disproportionate  Share  Overlap-The 

analysis  of  the  Commission  focused  on  three  areas: 

•  The  interaction  between  the  effects  of  teaching 
effort  and  low-income  patient  share  on  Medi- 
care cost  per  case, 

•  The  accommodation  of  any  potential  interac- 
tion in  the  design  of  the  two  payment  adjust- 
ments, and 

•  The  effect  of  lowering  the  indirect  medical 
education  adjustment  to  4.4  percent. 

Only  urban  hospitals  with  at  least  100  beds  were 
included  in  the  analysis,  since  they  receive  the 
largest  portion  of  disproportionate  share  payments 
and  represent  the  majority  of  teaching  hospitals. 
The  analysis  showed  that  current  payments  to  ur- 
ban hospitals  receiving  the  teaching,  the  dispropor- 
tionate share,  or  both  payment  adjustments  were 
higher,  on  average,  than  the  levels  implied  by  the 
estimated  effect  of  disproportionate  share  status 
and  teaching  effort  on  Medicare  cost  per  case. 

The  same  analysis  was  conducted  substituting 
the  4.4  percent  teaching  estimate  for  the  current 
7.7  percent  adjustment.  The  results  showed  that 
hospitals  receiving  only  the  disproportionate  share 
adjustment  continued,  on  average,  to  obtain  pay- 


ments in  excess  of  the  incremental  Medicare  costs 
associated  with  their  low-income  patient  load.  Hos- 
pitals receiving  only  the  indirect  medical  education 
adjustment  would  now  receive  payments,  on  aver- 
age, that  were  neither  significantly  lower  nor  higher 
than  were  indicated  by  the  effect  of  teaching  effort 
on  Medicare  cost  per  case. 

The  results  for  hospitals  receiving  both  the  indi- 
rect medical  education  and  the  disproportionate 
share  adjustments  were  mixed,  depending  on  the 
extent  of  their  teaching  effort  and  the  size  of  their 
low-income  patient  load.  In  general,  the  4.4  per- 
cent adjustment  would  provide  sufficient  payment 
to  hospitals,  on  average,  for  the  combined  effects 
of  teaching  effort  and  low-income  patient  share  on 
Medicare  cost  per  case. 

The  analysis  suggests  that  an  interaction  does 
exist  between  disproportionate  share  and  teaching 
effort  for  larger  urban  hospitals.  Teaching  effort 
and  disproportionate  share  patient  load  appear  to 
have  both  separate  and  shared  effects  on  Medicare 
cost  per  case.  The  analysis  further  suggests  that 
this  interaction  has  not  been  taken  into  account  in 
the  design  of  the  teaching  and  disproportionate 
share  payment  adjustments. 

Financial  Impact  of  the  4.4  Percent  Adjust- 
ment-In  the  Commission's  June  1988  report, 
Medicare  Prospective  Payment  and  the  American 
Health  Care  System,  PPS  operating  margins  were 
reported  for  the  first  three  years  of  PPS.  The 
analysis  showed  that  through  the  third  year  of  PPS , 
these  margins  were  significantly  higher  for  teach- 
ing hospitals  compared  with  nonteaching  hospi- 
tals. The  difference  in  the  margins  is  probably 
driven  largely  by  revenue  associated  with  increases 
in  case  mix,  which  were  greater  for  teaching  hospi- 
tals than  for  nonteaching  hospitals. 
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The  American  Hospital  Association  conducted 
additional  analysis  for  the  Commission  on  total 
margins.  This  information  is  provided  in  Table 
A-10.  Total  margins,  in  contrast  to  PPS  margins, 
reflect  all  sources  of  revenue  and  expenses  for  the 
hospital,  including  uncompensated  care.  The  re- 
sults showed  that  total  margins  for  teaching  hospi- 
tals overall  were  slightly  higher  than  those  of 
nonteaching  hospitals.  But  major  teaching  hospi- 
tals had  lower  margins  compared  with  both  other 
teaching  and  nonteaching  hospitals,  while  other 
teaching  hospitals  had  the  highest  margins  of  the 
three  groups. 


Table  A-10.  Total  Margins  for  Community 
Hospitals,  1987* 


All  community  hospitals  4.3% 

Teaching  4.4 

Major  teaching  2.5 

Other  teaching  5.3 

Nonteaching  4.2 


*  Total  margins  reflect  all  sources  of  revenue  and  expense  for  hospitals,  including 
uncompensated  care. 

SOURCE:  American  Hospital  Association  analysis  of  AHA  Annual  Survey,  1987. 


The  Commission  then  examined  the  impact  of 
lowering  the  indirect  medical  education  adjustment 
on  payments  to  teaching  hospitals.  The  Commis- 
sion also  considered  the  effects  of  budget  neutral- 
ity. Under  budget  neutrality,  the  savings  associated 
with  lowering  the  medical  education  adjustment 
would  be  returned  to  all  hospitals  through  corre- 
sponding increases  in  the  standardized  amounts. 
The  Commission  examined  the  impact  of  lowering 
the  adjustment  to  4.4  percent  under  the  assumption 
of  budget  neutrality  and  under  budget  savings, 
using  fiscal  year  1989  payment  rules.  This  infor- 
mation is  displayed  in  Table  A- 1 1 . 

Reduction  to  a  4.4  percent  indirect  medical 
education  adjustment  under  budget  neutrality  would 
lower  payments  to  major  teaching  hospitals  by  6 
percent.  This  compares  with  an  8  percent  reduc- 
tion in  payments  for  this  same  group  of  hospitals  if 
savings  are  realized.  Payments  to  other  teaching 
hospitals  would  decrease  only  0.2  percent  under 
budget  neutrality,  while  under  budget  savings  pay- 
ments would  decline  2.3  percent.  Finally,  non- 
teaching  hospitals'  payments  would  increase  1.8 
percent  under  budget  neutrality,  due  to  increasing 
the  standardized  amounts. 


The  Commission  was  concerned  about  the  finan- 
cial impact  of  implementing  the  full  4.4  percent 
adjustment,  in  light  of  information  on  both  pay- 
ment reductions  and  total  margins.  A  proposal  to 
phase  in  the  adjustment  over  three  years,  at  1.1 
percent  for  each  year,  was  then  evaluated.  The 
impact  of  implementing  the  first  phase  of  the 
reduction  (decreasing  the  adjustment  from  7.7  per- 
cent to  6.6  percent)  on  payments  was  examined 
under  the  assumptions  of  budget  neutrality  and 
budget  savings.  These  results  are  also  shown  in 
Table  A  ll. 

Under  a  6.6  percent  adjustment  for  indirect 
medical  education  and  budget  neutrality,  payments 
to  major  teaching  hospitals  would  decline  almost  2 
percent.  Payments  to  other  teaching  hospitals  would 
decline  slightly,  while  payments  to  nonteaching 
hospitals  would  increase  0.6  percent.  Under  budget 
savings,  the  reduction  in  payments  for  major  and 
other  teaching  hospitals  would  be  2.6  percent  and 
0.7  percent,  respectively. 

Conclusions 

The  Commission  believes  that  the  decision  to 
modify  the  indirect  medical  education  adjustment 
should  be  based  on  several  important  policy  con- 
siderations. First,  the  medical  education  adjust- 
ment should  be  based  on  an  empirically  derived 
estimate  of  the  relationship  between  teaching  effort 
and  Medicare  cost  per  case,  using  the  most  recent 
cost  data  available.  Using  the  payment  model  and 
third-year  PPS  Medicare  Cost  Report  data,  the 
analysis  conducted  by  the  Commission  found  the 
teaching  estimate  to  be  4.4  percent. 

The  financial  impact  of  lowering  the  adjustment 
on  teaching  hospitals  is  a  second  important  factor 
to  consider.  The  analysis  revealed  that  immediate 
reduction  of  the  medical  education  adjustment  from 
the  current  level  of  7.7  percent  to  4.4  percent 
would  have  a  dramatic  effect  on  payments  to  major 
teaching  hospitals.  Concern  about  the  impact  of 
precipitously  lowering  payments  to  teaching  hospi- 
tals led  the  Commission  to  recommend  for  fiscal 
year  1990  only  one-third  of  the  total  reduction 
implied  by  the  current  estimate  of  4.4  percent. 

Another  consideration  is  equity  in  the  distribu- 
tion of  payments  across  hospitals.  To  ensure 
equitable  distribution,  a  reduction  in  payments  to 
teaching  hospitals  under  the  indirect  medical 
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education  adjustment  should  be  accompanied  by  a 
redistribution  of  these  dollars  through  correspond- 
ing increases  in  the  basic  payment  to  all  hospitals. 
If  this  budget  neutrality  adjustment  is  not  made, 
then  the  average  payment  to  all  hospitals  would  be 
inappropriately  lowered. 


The  Commission's  decision  not  to  recommend  a 
full  reduction  of  the  indirect  medical  education 
adjustment  to  4.4  percent  at  this  time  is  based  on 
several  considerations:  (1)  the  need  to  phase  in  any 
substantial  reduction  in  the  medical  education  ad- 
justment, (2)  the  need  to  continue  to  examine  the 


Table  A-11.  Percent  Change  from  Fiscal  Year  1989  PPS  Per-Case  Payments  Under  Four 
Alternative  Medical  Education  Adjustments* 

ProPAC 
Recommendation: 


4.4  Percent 

4.4  Percent 

6.6  Percent 

6.6  Percent 

Willi  OaVlllub 

DUUycl  INeUllal 

Willi  OaViriyo 

Ri  i <*"f n o t  KJoi  itrol 
DUUycl  IMcUlldl 

All  hospitals 

-1.9% 

0.0% 

-0.6% 

0.0% 

Urban 

-2.2 

-0.1 

-0.7 

+ 

Rural 

-0.3 

0.6 

-0.1 

0.2 

MSA  >  1  million 

-2.8 

-0.7 

-0.9 

-0.2 

Other  urban 

-1.5 

0.6 

-0.5 

0.2 

Sole  community 

+ 

0.1 

+ 

+ 

Rural  referral 

-0.8 

1.4 

-0.2 

0.5 

Other  rural 

+ 

0.2 

+ 

0.1 

Major  teaching 

-8.0 

-6.0 

-2.6 

-1.9 

Other  teaching 

-2.3 

-0.2 

-0.7 

-0.1 

Nonteaching 

0.0 

1.8 

0.0 

0.6 

Disproportionate  share: 

MSA  >  1  million 

-4.2 

-2.1 

-1.3 

-0.7 

Other  urban 

-2.3 

-0.2 

-0.7 

-0.1 

Rural 

+ 

0.5 

+ 

0.2 

Nondisproportionate  share 

-1.2 

0.7 

-0.4 

0.2 

New  England 

-3.0 

-1.1 

-1.0 

-0.3 

Middle  Atlantic 

-3.5 

-1.5 

-1.1 

-0.5 

South  Atlantic 

-1.3 

0.5 

-0.4 

0.2 

East  North  Central 

-2.3 

-0.4 

-0.7 

-0.1 

East  South  Central 

-1.0 

0.8 

-0.3 

0.2 

West  North  Central 

-1.4 

0.3 

-0.5 

0.1 

West  South  Central 

-1.0 

0.8 

-0.3 

0.3 

Mountain 

-1.0 

0.7 

-0.3 

0.2 

Pacific 

-1.3 

0.8 

-0.4 

0.2 

Puerto  Rico 

-1.2 

0.8 

-0.4 

0.3 

Urban  <  100  beds 

-1.2 

1.0 

-0.4 

0.3 

Urban  100-249  beds 

-0.7 

1.4 

-0.2 

0.5 

Urban  250-404  beds 

-1.5 

0.6 

-0.5 

0.2 

Urban  405-684  beds 

-3.3 

-1.3 

-1.1 

-0.4 

Urban  685  +  beds 

-5.2 

-3.2 

-1.7 

-1.0 

Rural  <50  beds 

+ 

0.3 

+ 

0.1 

Rural  50-99  beds 

+ 

0.3 

+ 

0.1 

Rural  100-169  beds 

+ 

0.8 

+ 

0.3 

Rural  170+  beds 

-0.7 

0.8 

-0.2 

0.3 

Voluntary 

-1.9 

+ 

-0.6 

+ 

Proprietary 

-0.3 

1.6 

-0.1 

0.5 

Urban  government 

-3.4 

-1.3 

-1.1 

-0.4 

Rural  government 

-0.1 

0.5 

+ 

0.2 

*    PPS  payments  simulated  using  fiscal  year  1989  policy  rules,  including  changes  resulting  from  implementation  of  the  Medicare  Catastrophic  Coverage  Act  of  1988, 
Pub.  L  100-360. 
Less  than  0.1  percent. 

SOURCE:  ProPAC  estimates  based  on  data  from  the  U.S.  Department  of  Hearth  and  Human  Services,  Health  Care  Financing  Administration. 
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relationship  between  teaching  effort  and  Medicare 
cost  per  case,  and  (3)  the  need  to  assess  the  effect 
of  the  reduction  in  the  adjustment  on  teaching 
hospitals'  overall  financial  viability.  The 


Commission  believes  that  both  the  empirical  esti- 
mate and  the  impact  analysis  should  play  major 
roles  in  establishing  the  level  of  the  medical  educa- 
tion adjustment. 
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GUILLAIN-BARRE  SYNDROME 

Guillain-Barre  syndrome  is  a  post-infectious 
polyneuropathy  for  which  patients  may  require  plas- 
mapheresis, ventilation  assistance,  and  long  inten- 
sive care  stays.  GBS  patients  are  assigned  to  DRGs 
18  and  19  (cranial  and  peripheral  nerve  disorders 
with  or  without  CC). 

ProPAC  was  concerned  that  GBS  patients,  espe- 
cially those  with  tracheostomy,  may  be  much  more 
resource  intensive  than  the  average  for  their  DRGs. 
Two  DRGs  implemented  in  fiscal  year  1988  apply 
to  tracheostomy  patients:  DRG  474  (tracheostomy) 
and  DRG  475  (mechanical  ventilation  through 
endotrachial  intubation).  However,  these  new 
higher-weighted  DRGs  apply  only  to  patients  in 
MDC  4  (respiratory  system).  They  do  not  apply 
to  GBS  patients  in  MDC  1  (nervous  system). 

ProPAC  analyzed  fiscal  year  1986  MedPAR  data 
to  evaluate  the  adequacy  of  the  DRG  assignment  of 
and  payment  for  GBS  patients.  Treatment  patterns 
for  GBS  patients  were  compared  to  the  average  for 
all  patients  in  DRGs  18  and  19.  The  volume  of 
admissions,  length  of  stay,  costs,  payments,  pro- 
portion of  outliers,  use  of  intensive  care,  frequency 
of  intubation,  and  distribution  of  cases  across  hos- 
pital types  were  analyzed.  Further,  resource  use  of 
GBS  patients  with  tracheostomy  was  compared 
with  all  other  GBS  patients. 

The  payments  and  costs  used  in  this  analysis  are 
simulated  and  therefore,  do  not  reflect  actual  prof- 
its and  losses.  The  ratio  is  a  measure  of  the 
payment  to  cost  experience  of  this  DRG  relative  to 
all  DRGs  combined.  The  overall  ratio  of  payments 
to  costs  for  all  DRGs  was  forced  to  equal  1.00. 
Thus,  a  DRG  with  a  simulated  payment  to  cost 
ratio  of  1.10  is,  for  the  purpose  of  this  analysis, 
10  percent  more  "profitable"  than  all  DRGs  com- 
bined. Similarly,  a  DRG  with  a  payment  to  cost 
ratio  of  .85  is  considered  15  percent  less  "profit- 
able" than  all  DRGs  combined. 


Results-The  1,100  GBS  patients  comprised 
about  5  percent  of  all  patients  in  DRGs  18  and  19. 
By  all  measures,  GBS  patients  had  substantially 
higher  resource  use  on  average  when  compared 
with  patients  in  these  DRGs.  Fifty-eight  of  69 
tracheostomy  patients  in  DRGs  18  and  19  were 
GBS  patients  with  extremely  high  costs  and  length 
of  stay.  The  Commission  discussed  potential  DRG 
modifications  being  considered  by  HCFA  that 
would  specifically  address  the  classification  prob- 
lems of  tracheostomy  patients. 

DRGs  18  and  19  had  payment/cost  ratios  of  .87, 
indicating  that,  on  average,  payments  cover  less 
costs  than  in  other  DRGs.  The  payment/cost  ratio 
for  the  GBS  subgroup  was  much  lower,  about  .4 
for  both  DRGs. 

A  disproportionate  share  of  GBS  cases  was 
found  in  the  most  costly  hospitals  for  these  DRGs. 
ProPAC  evaluated  the  concentration  of  GBS  pa- 
tients in  the  hospitals  with  payment/cost  ratios  of 
less  than  1.0.  In  most  instances,  there  were  fewer 
than  two  GBS  patients  per  hospital. 

Classification  Alternatives-The  Commission 
considered  reclassifying  GBS  patients  into  a  higher 
weighted  DRG  in  MDC  1.  The  current  classifica- 
tion of  GBS  patients  as  well  as  two  alternatives  are 
shown  in  Table  A- 12. 

A  comparison  of  1986  average  standardized  total 
costs  and  DRG  payment  for  GBS  cases  and  all 
cases  in  these  four  DRGs  is  shown  in  Table  A-13. 
Payments  shown  in  the  table  are  based  on  fiscal 
year  1988  DRG  weights  and  payment  rules,  de- 
flated to  fiscal  year  1986  payment  levels. 

Recommendation  13  in  this  report  urges  the 
Secretary  to  reassign  patients  with  GBS  from  DRGs 
18  and  19  to  DRG  20,  DRG  34,  or  to  a  new  DRG. 
Further  analysis  used  in  developing  the  recommen- 
dation appears  in  ProPAC s  technical  report.  Anal- 
yses of  DRG  Classification  and  Assignment. 


76 


Table  A-12.  Current  and  Alternative  DRGs  for 
GBS 


DRG 

Title 

Fiscal  Year 
1989  Weight 

Current 

18 

Cranial  and  peripheral  nerve 

0.96 

disorders  w/CC 

19 

Cranial  and  peripheral  nerve 

0.61 

disorders  w/o  CC 

Alternative 

20 

Nervous  system  infection  except 

1.71 

viral  meningitis 

34 

Other  disorders  of  nervous 

1.27 

system,  w/CC 

SOURCE:  ProPAC  analysis  of  1989  DRG  classification  and  weights. 


Table  A- 13.  1986  Average  Standardized  Costs 
and  Payment  for  GBS  Cases  and 
Selected  DRGs 


Average  Costs 

Average  Payment* 

GBS  cases 

$9,150 

$2,250 

DRG  18 

3,400 

2,700 

DRG  19 

2,100 

1,700 

DRG  20 

8,650  (charges) 

4,750 

DRG  34 

6,500  (charges) 

3,550 

*  Payments  simulated  by  applying  fiscal  year  1988  payment  rules  to  fiscal  year  1986 
MedPAR  data  and  deflating  to  fiscal  year  1986  payment  levels. 


SOURCE:  ProPAC  analysis  of  fiscal  year  1986  MedPAR  and  second-year  FPS 
Medicare  Cost  Report  data. 
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OUTLIER  PAYMENT  POLICY 

The  PPS  payment  rate  for  each  discharge  is 
based  on  the  average  cost  of  all  cases  classified  in 
the  same  DRG.  Hospitals  will,  in  any  given  year, 
treat  some  patients  who  cost  more  than  the  pay- 
ment rate  (incurring  a  loss)  and  some  patients  who 
cost  less  (generating  a  profit).  Nevertheless,  it  is 
expected  that,  for  most  hospitals,  small  profits  and 
losses  average  out  over  many  cases  (the  statistical 
"law  of  large  numbers").  Thus,  on  average,  finan- 
cial problems  would  be  avoided  by  efficient 
hospitals. 

This  averaging  assumption  may  not  always  lead 
to  satisfactory  results,  for  three  reasons: 

•  The  law  of  large  numbers  may  not  protect 
hospitals  with  small  numbers  of  discharges  or 
those  which,  by  sheer  chance,  had  an  unusu- 
ally large  number  of  extremely  costly  cases; 

•  Extremely  costly  cases  may  be  unevenly  dis- 
tributed across  hospitals  because  of  differ- 
ences in  the  populations  served  or  the  kinds  of 
services  provided,  resulting  in  unfair  penalties 
to  some  types  of  hospitals;  and 

•  Hospitals  may  be  able,  at  the  time  of  admis- 
sion or  soon  thereafter,  to  identify  patients 
who  are  likely  to  become  extremely  costly, 
and  either  refuse  to  admit  them  or  transfer  or 
discharge  them  inappropriately. 

Outlier  payment  under  PPS  addresses  these  prob- 
lems by  providing  additional  compensation  to  hos- 
pitals for  extremely  long  or  costly  cases  (called  day 
and  cost  outliers,  respectively).  This  compensation 
is  intended  to  defray  some  of  the  losses  caused  by 
both  the  random  and  non-random  occurrence  of 
outlier  cases  and  avoid  undesirable  admission  and 
transfer  incentives  that  might  threaten  access  to 
hospital  care  for  some  Medicare  beneficiaries.  At 
the  same  time,  since  the  primary  purpose  of  PPS  is 
to  increase  efficiency,  outlier  payment  should  pre- 
serve the  incentives  that  discourage  unnecessarily 
long  or  expensive  stays. 

The  key  elements  of  the  outlier  payment  policy 
are  the  total  amount  set  aside  for  outlier  payments 
(the  outlier  pool),  the  criteria  for  identifying  cases 


that  qualify  as  day  or  cost  outliers  (the  outlier 
thresholds),  and  the  formulas  that  determine  how 
much  payment  is  to  be  made  for  each  outlier  case. 
Table  A- 14  describes  these  elements  in  each  year 
since  the  implementation  of  PPS . 

The  outlier  pool  is  expressed  in  terms  of  the 
percentage  of  the  Federal  portion  of  total  PPS 
payments  (excluding  indirect  medical  education 
and  disproportionate  share  payments)  that  is  to  be 
set  aside  for  outlier  payments.1  It  is,  by  law, 
required  to  be  between  5  and  6  percent.  Outlier 
payments  are  financed  by  a  reduction  in  the  Fed- 
eral DRG  payment  rates  by  a  percentage  equal  to 
the  outlier  pool.2  The  outlier  pool  for  fiscal  year 
1988  was  5.1  percent. 

By  law,  a  case  is  defined  as  a  day  outlier  if  its 
length  of  stay  exceeds  the  geometric  mean  of 
length  of  stay  for  the  DRG  plus  the  lesser  of:  (1)  a 
fixed  number  of  days,  or  (2)  a  multiple  of  the 
standard  deviation  of  the  distribution  of  length  of 
stay  within  the  DRG.  For  fiscal  year  1988,  the  day 
outlier  threshold  was  set  equal  to  the  geometric 
mean  length  of  stay  plus  the  lesser  of  18  days  or 
two  times  the  standard  deviation. 

According  to  the  law,  a  case  is  defined  as  a  cost 
outlier  only  if  its  length  of  stay  does  not  exceed  the 
day  outlier  threshold.  In  addition,  its  adjusted 
charges,  standardized  for  differences  in  teaching 
and  disproportionate  share  status,  must  exceed  the 
greater  of:  (1)  a  multiple  of  the  Federal  payment 
rate  for  the  DRG;  or  (2)  a  fixed  dollar  amount, 
standardized  for  differences  in  area  wages  and  cost 
of  living.  For  fiscal  year  1988,  the  cost  outlier 
threshold  was  set  equal  to  the  greater  of  two  times 
the  Federal  rate  or  $14,000. 

The  determination  of  the  outlier  payment  amount 
for  each  case  depends  on  the  marginal  cost  factor. 
This  factor  is  intended  to  indicate  the  incremental 
cost  of  outlier  cases  beyond  the  relevant  outlier 
threshold.  Through  fiscal  year  1988,  the  marginal 
cost  factor  for  both  day  and  cost  outliers  was  60 
percent.  Day  outliers  thus  received  60  percent  of 
the  average  per  diem  Federal  payment  rate  for  the 
DRG  for  every  day  beyond  the  day  outlier  thresh- 
old. Cost  outliers  received  60  percent  of  the  differ- 
ence between  adjusted  charges  and  the  cost  outlier 
threshold.3 


7<S 


Table  A-14.  Elements  of  Outlier  Payment  Policy,  Fiscal  Years  1984-1989 


1  QQA 

i  yot 

1  QPc 

i  yoo 

1  QQP* 

\  yoo 

1  QQ7 

i  yo/ 

1  GQQ 

i  yoo 

1  QQQ  + 

iyey 

Outlier  pool: 
Urban 
Rural 

5.7% 

5.0% 

5.0% 

5.0% 
5.4% 
2.2% 

5.1% 
5.6% 
2.5% 

5.1% 
5.6% 
2.2% 

Federal  portion 

25% 

50% 

55% 

75% 

100% 

100% 

Day  outlier 
threshold 

Lesser  of 
20  days  or 
1.94  x  std.  dev. 

Lesser  of 
22  days  or 
1.94  x  std.  dev. 

Lesser  of 
17  days  or 
1.94  x  std.  dev. 

Lesser  of 
17  days  or 
1.94  x  std.  dev. 

Lesser  of 
18  days  or 
2  x  std.  dev. 

Lesser  of 
24  days  or 
3  x  std.  dev. 

Cost/charge  ratio 

"700/ 

"700/ 

72% 

"700/ 

72% 

ceo/ 
DD% 

ceo/ 
DO% 

Hosp. -specific 

Cost  outlier 
threshold 

Greater  of 
1 .5  x  DRG 
Federal  rate 
or  $12,000 

Greater  of 
2  x  DRG 
Federal  rate 
or  $13,000 

Greater  of 
2  x  DRG 
Federal  rate 
or  $13,500 

Greater  of 
2  x  DRG 
Federal  rate 
or  $13,500 

Greater  of 
2  x  DRG 
Federal  rate 
or  $14,000 

Greater  of 
2  x  DRG 
Federal  rate 
or  $28,000 

Marg.  cost  factor: 
Day  outliers 
Cost  outliers 

60% 
60% 

60% 
60% 

60% 
60% 

60% 
60% 

60% 
60% 

60% 
75% 

Payment  for 
dual  outliers 

Day 
precedence 

Day 
precedence 

Day 
precedence 

Day 
precedence 

Day 
precedence 

Greater  of 
day  or  cost 

*  Effective  May  1,  1986. 

+  Effective  November  1,  1988. 


SOURCE:    PPS  rules  issued  annually  by  the  U.S.  Department  of  Health  and  Human  Services,  Hearth  Care  Financing  Administration. 


As  Table  A-14  shows,  there  were  no  major 
changes  in  the  outlier  payment  parameters  during 
the  first  five  years  of  PPS. 


Changes  in  Fiscal  Year  1989 

The  outlier  pool  for  fiscal  year  1989  was  set  at 
5.1  percent,  as  can  be  seen  in  Table  A-14.  While 
this  is  the  same  as  the  fiscal  year  1988  outlier 
pool,  other  elements  of  the  outlier  payment  policy 
have  been  significantly  changed  for  fiscal  year 
1989. 

The  marginal  cost  factor  for  cost  outliers  was 
increased  to  75  percent  (for  day  and  cost  outliers  in 
the  burn-related  DRGs,  the  marginal  cost  factor 
remains  at  90  percent).  In  addition,  day  outliers 
that  also  would  qualify  for  payment  under  the  cost 
outlier  criterion  now  receive  the  higher  of  the  day 


or  cost  outlier  payment  amounts,  rather  than  the 
day  outlier  amount  that  they  would  have  received 
under  the  previous  rules.  Both  of  these  changes 
increase  the  emphasis  on  cost  rather  than  length  of 
stay  in  determining  outlier  payments. 

A  hospital-specific  cost-to-charge  ratio,  rather 
than  a  national  average  ratio,  is  now  used  to 
estimate  the  costs  of  the  case  from  the  charge  data 
available  on  the  Medicare  bill.  By  taking  into 
account  the  relationship  between  charges  and  costs 
at  each  hospital,  the  use  of  the  hospital-specific 
ratio  should  increase  the  accuracy  with  which  cost 
outliers  are  identified  and  paid. 

Because  the  size  of  the  outlier  pool  did  not 
change,  the  changes  described  above  required  that 
the  day  and  cost  outlier  thresholds  be  increased 
substantially.  Outlier  payments  are  thus  focused  on 
the  most  extreme  cases,  at  the  expense  of  those 
that  are  less  extreme. 


Effects  by  Hospital  Group 

Table  A- 15  displays  the  distribution  of  cases  that 
are  associated  with  extreme  losses  across  groups  of 
hospitals,  and  the  effectiveness  of  alternative  out- 
lier payment  policies  in  reducing  the  risk  repre- 
sented by  these  cases.  For  this  analysis,  an  extreme 
loss  is  defined  as  a  standardized  loss4  of  $10,000 
or  more  under  a  payment  policy  with  no  outlier 
payment.5 


Table  A- 15  shows  that  the  risk  of  large  losses  on 
individual  cases  is  not  spread  evenly  across  hospi- 
tal groups:  city  size,  hospital  size,  and  teaching 
status  appear  to  be  strongly  related  to  this  risk-even 
when  differences  in  area  wages,  cost  of  living,  and 
other  payment  variables  are  taken  into  account. 

This  table  also  shows  that  the  old  (pre-fiscal  year 
1989)  outlier  payment  policy  had  a  considerable 
mitigating  effect  on  this  risk,  reducing  the  average 


Table  A- 15.  Effect  of  Alternative  Outlier  Policies  on  Financial  Risk  Represented  by  Cases  with  Large  Losses 
Under  PPS  with  No  Outlier  Payment* 


Old  vs.  New 


No  Outlier  Payment 

Old  Outlier  Policy 

New  Outlier  Policy 

Outlier  Policy 

Percent  of  Cases 

Average 

Average 

Percent 

Average 

Percent 

Percent 

with  Losses  of 

Unstandardized 

Unstandardized 

Reduction  In 

Unstandardized 

Reduction  in 

Reduction  in 

Hospital  Type 

at  Least  $10,000* 

Loss  Per  Case 

Loss  Per  Case 

Loss  Per  Case 

Loss  Per  Case 

Loss  Per  Case 

Loss  Per  Case 

All 

2.29% 

$22,436 

$15  573 

30.6% 

$14,419 

35.7% 

7.4% 

Urban 

2.59 

23,350 

15,962 

31.6 

14,720 

37.0 

7.8 

Rural 

1.32 

16,626 

13,100 

21.2 

12,506 

24.8 

4.5 

Large  urban 

2.86 

24  796 

1fi  fi74 

32.8 

15  484 

37.6 

7.1 

Other  urban 

2.32 

2l!475 

15,039 

3o!o 

13730 

3e!i 

8.7 

Rural  referral 

1.81 

18,211 

13,452 

26.1 

12,470 

31.5 

7.3 

Sole  community 

1.41 

16,686 

16,022 

4.0 

15,636 

6.3 

2.4 

Other  rural 

1.10 

15,490 

12,328 

20.4 

1 1 ,972 

22.7 

2.9 

Disproportionate  share: 

Large  urban 

3.10 

28,236 

17,580 

37.7 

16,775 

40.6 

4.6 

Other  urban 

2.42 

23,455 

15,711 

33.0 

14,455 

38.4 

8.0 

Rural 

0.86 

16,291 

11,890 

27.0 

11,865 

27.2 

0.2 

Non-disproportionate  share  2.15 

20,705 

15,038 

27.4 

13,804 

33.3 

8.2 

Major  teaching 

3.62 

32,555 

20,136 

38.1 

18,823 

42.2 

6.5 

Other  teaching 

2.69 

23,224 

15,861 

31.7 

14,506 

37.5 

8.5 

Non-teaching 

1.90 

19,374 

14,247 

26.5 

13,293 

31.4 

6.7 

New  England 

3.12 

24,265 

16,368 

32.5 

15,759 

35.1 

3.7 

Middle  Atlantic 

2.26 

26,040 

13,996 

46.3 

14,408 

44.7 

-2.9 

South  Atlantic 

2.59 

20,570 

14,310 

30.4 

13,380 

35.0 

6.5 

East  North  Central 

2.28 

22,515 

16,561 

26.4 

15,239 

32.3 

8.0 

East  South  Central 

1.88 

19,455 

13,616 

30.0 

12,876 

33.8 

5.4 

West  North  Central 

1.78 

21,006 

15,748 

25.0 

13,771 

34.4 

12.6 

West  South  Central 

2.25 

20,279 

14,951 

26.3 

12,952 

36.1 

13.4 

Mountain 

2.22 

20,656 

15,780 

23.6 

14,500 

29.8 

8.1 

Pacific 

2.35 

25,380 

18,961 

25.3 

16,650 

34.4 

12.2 

Urban  <  100  beds 

1.70 

21,168 

15,501 

26.8 

14,864 

29.8 

4.1 

Urban  100-249  beds 

2.18 

21,087 

14,945 

29.1 

14,156 

32.9 

5.3 

Urban  250-404  beds 

2.58 

22,312 

15,523 

30.4 

14,337 

35.7 

7.6 

Urban  405-684  beds 

3.00 

24,835 

16,738 

32.6 

15,133 

39.1 

9.6 

Urban  685+  beds 

3.54 

27,801 

17,401 

37.4 

15,780 

43.2 

9.3 

Rural  <50  beds 

0.63 

14,466 

12,690 

12.3 

12,381 

14.4 

2.4 

Rural  50-99  beds 

0.91 

15,359 

12,710 

17.2 

12,452 

18.9 

2.0 

Rural  100-169  beds 

1.41 

15,546 

12,384 

20.3 

11,908 

23.4 

3.8 

Rural  170+  beds 

2.08 

18,294 

13,818 

24.5 

12,946 

29.2 

6.3 

Voluntary 

2.37 

22,754 

15,674 

31.1 

14,504 

36.3 

7.5 

Proprietary 

2.51 

19,937 

14,225 

28.7 

13,842 

30.6 

2.7 

Government 

1.80 

22,202 

15,973 

28.1 

14,329 

35.5 

10.3 

•  Cases  represented  In  this  table  are  those  with  costs  estimated  to  exceed  payments  by  at  least  S1 0.000  (ad|usted  tor  area  wages  and  cost  of  living,  case  mix,  and  Indirect  medical  education 
and  disproportionate  share  payment  differentials)  under  PPS  with  no  outlier  payment  policy. 


SOURCE:    PtoPAC  simulations  using  fiscal  year  1987  MedPAR  file. 


so 


loss  on  these  extremely  costly  cases  by  more  than 
30  percent.6  This  effect  was  also  spread  unevenly 
across  hospital  groups,  with  hospitals  in  urban 
areas,  large  hospitals,  and  teaching  hospitals  bene- 
fiting more  than  other  hospitals.  Of  particular  note 
is  the  effect  on  hospitals  in  the  Middle  Atlantic 
region,  which  was  approximately  50  percent  greater 
than  in  any  other  region.  Conversely,  losses  on 
exceptionally  expensive  cases  in  Sole  Community 
Hospitals  were  not  reduced  to  any  significant  de- 
gree by  the  old  outlier  policy.7 

The  fiscal  year  1989  changes  in  outlier  payment 
increased  protection  against  the  most  extreme  case- 
level  losses  by  more  than  7  percent,  on  average. 
The  effect  of  the  new  policy  also  appears  to  be 
concentrated  on  hospitals  in  urban  areas,  large 
hospitals,  and  teaching  hospitals.  Other  urban  and 
other  teaching  hospitals  appear  to  benefit  most 
from  the  new  policy,  however,  rather  than  large 
urban  and  major  teaching  hospitals.  Again  of  spe- 
cial note  is  the  effect  on  hospitals  in  the  Middle 
Atlantic  region.  This  is  the  only  group  that  appears 
to  be  worse  off  under  the  new  policy,  although  the 
cumulative  effect  of  outlier  payment  is  still  consid- 
erably greater  for  these  hospitals  than  for  those  in 
any  other  region.  Sole  Community  Hospitals  con- 
tinue to  receive  much  less  than  the  average  amount 
of  protection  under  the  new  policy. 

Another  aspect  of  the  risk  faced  by  hospitals 
under  PPS  is  the  distribution  of  cases  with  costs 
that  exceed  payments  by  a  relatively  small  amount. 
Although  these  cases  represent  losses  to  the  hospi- 
tals that  treat  them,  they  are  not  "outliers"  in  the 
sense  of  representing  exceptionally  large  losses  on 
the  case  level.  For  this  analysis,  a  case  with  a 
relatively  small  loss  is  defined  as  one  with 
estimated  costs  between  100  and  150  percent  of 
payments  under  a  policy  with  no  outlier  payment. 
As  can  be  seen  in  Table  A- 16,  these  cases  are 
numerous,  and  they  are  more  likely  to  occur  in 
rural  and  nonteaching  hospitals. 

Table  A- 17  describes  the  relative  precision  of 
the  old  and  new  outlier  policies.  The  percentage  of 
outlier  payments  for  cases  associated  with  the  larg- 
est losses  rises  from  79  to  90  percent  under  the 
new  policy.  On  the  other  hand,  the  percentage  of 
outlier  payments  for  cases  associated  with  rela- 
tively small  losses  falls  from  3.3  to  1.9  percent. 


Table  A- 16.  Cases  with  Small  Losses  Under 
PPS  with  No  Outlier  Payment* 


Percent  of 

Cases  with  Costs  Average 

Equal  to  100-150  Unstandardized 

Hospital  Type  Percent  of  Payments*  Loss  Per  Case 


All 

21.25% 

$  831 

Ldrye  ufDan 

yyo 

Other  urban 

20.25 

844 

Rural 

23.57 

568 

Disproportionate  share: 

Large  urban 

19.34 

1,132 

Other  urban 

18.50 

881 

Rural 

21.44 

515 

Non-disproportionate  share 

22.17 

781 

Major  teaching 

17.30 

1,332 

Other  teaching 

20.36 

944 

Non-teaching 

22.25 

723 

*  Cases  represented  in  this  table  are  those  with  costs  estimated  to  be  between  100 
and  150  percent  of  payments  under  PFS  with  no  outlier  payment  policy. 


SOURCE:    ProPAC  simulations  using  fiscal  year  1 987  MedPAR  file. 


Again,  the  effect  on  the  Middle  Atlantic  region  is 
noteworthy.  Even  under  the  new  policy,  a  much 
larger  than  average  proportion  of  outlier  payments 
in  that  region  appears  to  be  for  cases  with  rela- 
tively small  estimated  losses. 

DRG-Level  Analysis 

Table  A- 18  shows  that  the  percentage  of  outlier 
payments  varies  widely  across  DRGs.  Outlier  pay- 
ments account  for  5.1  percent  of  total  PPS  pay- 
ments across  all  DRGs  for  fiscal  year  1989.  For 
more  than  10  percent  of  all  DRGs,  however,  outlier 
payments  comprise  more  than  10  percent  of  PPS 
payments.  For  more  than  30  percent  of  all  DRGs, 
outlier  payments  comprise  less  than  2  percent  of 
PPS  payments.  Since  the  payment  rates  for  all 
DRGs  are  reduced  by  the  same  percentage  (5.6 
percent  for  urban  hospitals  and  2.2  percent  for 
rural  hospitals)  to  provide  for  outlier  payment,  this 
indicates  that  cases  in  some  DRGs  are  subsidizing 
payment  for  outlier  cases  in  others. 

The  results  of  this  subsidization  are  evident  in 
Table  A- 19.  As  would  be  expected,  DRGs  with  the 
highest  coefficients  of  variation  (and  thus  the  great- 
est likelihood  of  outlier  cases)  have  many  more 
cases  that  are  associated  with  large  losses.  These 
DRGs,  however,  are  also  associated  with  the  highest 
overall  PPS  margins.8  This  is  because  the  basic 


payment  rates  for  these  DRGs  reflect  the  across-  these  cases  receive  a  much  higher  percentage  of 
the-board  outlier  offset,  while  hospitals  treating      additional  outlier  payments. 


Table  A-17.  Percent  of  Outlier  Payments  Under  Alternative  Outlier  Policies  for  Cases  with  Large 
and  Small  Losses* + 


Percent  of  Outlier  Payment  for  Cases  with 
Percent  of  Outlier  Payment  for  Cases  with                 Small  Losses  (Costs  Between  100  and 
Large  Losses  (Exceeding  $10,000  Under                 150  Percent  of  Payments  Under  PPS  with 
PPS  with  No  Outlier  Payment)*     No  Outlier  Payment) *  


Hospital  Type 

Old  Policy 

New  Policy 

Percent  Change 

Old  Policy 

New  Policy 

Percent  Change 

All 

78.74% 

90.12% 

14.5% 

3.33% 

1.87% 

-43.8% 

Urban 

78.55 

89.87 

14.4 

3.51 

1.96 

-44.2 

Rural 

81.1 1 

93.34 

15.1 

1.07 

0.66 

-38.3 

Large  urban 

77.44 

88.62 

14.4 

3.82 

2.28 

-40.3 

Other  urban 

80.36 

91.81 

14.2 

3.01 

1.47 

-51.2 

Rural  referral 

82.13 

93.68 

14.1 

1.59 

0.98 

-38.4 

Sole  community 

84.42 

96.37 

14.2 

0.52 

0.15 

-71.2 

Other  rural 

79.95 

92.80 

16.1 

0.59 

0.34 

-42.4 

Disproportionate  share: 

Large  urban 

74.47 

84.85 

13.9 

4.57 

3.04 

-33.5 

Other  urban 

78.01 

89.29 

14.5 

3.52 

1.93 

-45.2 

Rural 

80.28 

92.58 

15.3 

0.67 

0.24 

-64.2 

Non-disproportionate  share 

80.89 

92.49 

14.3 

2.73 

1.39 

-49.1 

Major  teaching 

J  9 

76.79 

85.70 

11.6 

4.05 

2.68 

-33.8 

Other  teaching 

78.18 

89.42 

14.4 

3.54 

2.17 

-38.7 

Non-teaching 

80.23 

92.83 

15.7 

2.78 

1.17 

-57.9 

New  England 

81.86 

90.73 

10.8 

2.19 

1.56 

-28.8 

Middle  Atlantic 

67.14 

76.15 

13.4 

6.03 

5.02 

-16.7 

South  Atlantic 

82.46 

93.79 

13.7 

2.41 

0.69 

-71.4 

East  North  Central 

81.59 

92.99 

14.0 

1.99 

1.13 

-43.2 

East  South  Central 

79.03 

92.69 

17.3 

3.00 

1.19 

-60.3 

west  niunn  i^eniiai 

OO.U^t 

IO.O 

1  "V! 

West  South  Central 

84.06 

95.81 

14.0 

2.53 

0.87 

-65.6 

Mountain 

86.67 

96.41 

11.2 

3.01 

0.88 

-70.8 

Pacific 

85.75 

95.74 

11.7 

2.51 

0.81 

-67.7 

Urban  <100  beds 

76.31 

88.58 

16.1 

2.77 

1.62 

-41.5 

Urban  100-249  beds 

78.65 

91.21 

16.0 

3.16 

1.46 

-53.8 

Urban  250-404  beds 

79.51 

91.04 

14.5 

3.49 

1.85 

-47.0 

Urban  405-684  beds 

78.30 

89.43 

14.2 

3.79 

2.17 

-42.7 

Urban  685+  beds 

77.67 

87.14 

12.2 

3.63 

2.46 

-32.2 

Rural  <50  beds 

75.96 

91.69 

20.7 

0.48 

0.33 

-31.2 

Rural  50-99  beds 

80.51 

93.79 

16.5 

0.36 

0.10 

-72.2 

Rural  100-169  beds 

76.31 

88.58 

16.1 

0.63 

0.26 

-58.7 

Rural  170+  beds 

81.41 

93.09 

14.3 

1.53 

1.01 

-34.0 

Voluntary 

78.33 

89.36 

14.1 

3.27 

2.08 

-36.4 

Proprietary 

79.84 

94.74 

18.7 

4.67 

0.95 

-79.7 

Government 

81.16 

92.01 

13.4 

2.31 

1.15 

-50.2 

*  Cases  represented  in  this  table  as  those  with  large  losses  are  those  with  costs  estimated  to  exceed  payments  by  at  least  $10,000  (adjusted  for  area  wages  and  cost  of 
Irving,  case  mix,  and  indirect  medical  education  and  disproportionate  share  payment  differentials)  under  PPS  with  no  outlier  payment  policy. 

+  Cases  represented  in  this  table  as  those  with  small  losses  are  those  with  costs  estimated  to  be  between  100  and  150  percent  of  payments  under  PPS  with  no  outlier 
payment  policy. 


SOURCE:    ProPAC  simulations  using  fiscal  year  1987  MedPAR  file. 
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Table  A-18,  Distribution  of  Outlier  Payments 
Across  DRGs 


Groups  of  DRGs 

by  Outlier  Payments 

as  a  Percentage  of 

Percent  of 

Total  PPS  Payments 

All  DRGs 

0-1% 

15.1% 

1-2% 

16.0 

2-3% 

16.9 

3-4% 

12.8 

4-5% 

8.5 

5-6% 

6.3 

6-7% 

4.1 

7-8% 

4.8 

8-9% 

2.9 

9-10% 

2.2 

Over  10% 

10.4 

SOURCE:    ProPAC  simulations  using  fiscal  year  1989  PPS  payment  rules  applied 
to  fiscal  year  1987  MedPAR  file  data. 


Conclusions 

Several  conclusions  may  be  drawn  from  the  data 
presented  in  this  analysis.  The  changes  in  outlier 
payment  that  were  implemented  during  fiscal  year 
1989  appear  to  have  increased  the  amount  of  pro- 
tection against  large  case-level  losses.  These 
changes  also  appear  to  have  increased  the  precision 
of  outlier  payment,  by  reducing  the  proportion  of 
outlier  payment  for  cases  that  do  not  represent 
exceptional  losses. 

Both  the  risk  of  large  losses  and  the  reduction  of 
this  risk  by  outlier  payment  is  spread  unevenly 
across  hospital  groups,  however.  Although  the  new 
outlier  policy  appears  to  have  reduced  the  risk  that 
hospitals  face,  some  types  of  hospitals,  particularly 
small  and  rural  hospitals,  are  not  as  effectively 
protected  against  risk  as  others,  particularly  large, 
urban,  and  teaching  hospitals.  On  the  other  hand, 
large,  urban,  and  teaching  hospitals  are  much  more 
likely  to  experience  large  losses  from  individual 
cases.  Evaluations  of  the  outlier  payment  policy 
must  balance  two  competing  objectives:  protecting 


Table  A- 19.  PPS  Margins  for  Cases  with  Largest 
Losses  in  DRG  and  Average  PPS 
Margins  for  All  Cases  in  DRG,  by 
Degree  of  Variation  in  Case-Level 
Costs  Within  DRG 


PPS  Margin 


Groups  of  DRGs 
by  Coefficient 
of  Variation 

for  5  Percent  of 

Cases  with 
Largest  Losses 

Average 
PPS  Margin 
for  All  Cases 

20-40% 

-69% 

1.5% 

40-60% 

-77 

2.1 

60-80% 

-108 

1.2 

80-100% 

-126 

4.8 

100-120% 

-130 

8.4 

120-140% 

-135 

11.2 

140-160% 

-125 

18.8 

Over  160% 

-124 

11.8 

SOURCE:    ProPAC  simulations  using  fiscal  year  1989  PPS  payment  rules  applied 
to  fiscal  year  1987  MedPAR  file  data. 


small  hospitals  against  the  failure  of  the  law  of 
large  numbers,  and  compensating  large  hospitals 
for  the  systematic  risk  imposed  by  the  more  com- 
plex and  varied  case  load  that  they  treat. 

The  occurrence  of  outlier  cases  is  also  unevenly 
spread  across  DRGs.  Since  PPS  payment  rates  for 
all  DRGs  are  reduced  by  the  same  factor  (although 
different  for  urban  and  rural  hospitals),  DRGs  with 
a  small  number  of  outliers  effectively  subsidize 
those  with  a  large  number  of  outliers.  Thus,  even 
though  DRGs  with  a  large  number  of  outliers 
contain  more  cases  that  represent  financial  losses 
to  the  hospitals  that  treat  them,  they  have  higher 
average  PPS  margins.  The  issue  of  inter-DRG 
equity  is  an  important  consideration  in  improving 
the  accuracy  of  DRG  payment  rates,  and  thus  the 
payment  system  as  a  whole. 

The  findings  presented  here  indicate  that, 
although  there  has  been  an  improvement  in  the 
outlier  payment  policy,  much  more  work  remains 
to  be  done. 
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Notes 

1.  During  the  transition  from  hospital-specific  to  fully  Federal  PPS 
payment  rates,  outlier  payment  amounts  were  applied  only  to  the 
Federal  portion  of  the  payment  rate.  Thus,  in  fiscal  year  1984, 
when  PPS  payments  were  only  25  percent  dependent  on  the 
Federal  rate,  the  5.7  percent  outlier  pool  amounted  to  only  about 
1.4  percent  of  total  PPS  payments. 

2.  In  fiscal  year  1987.  separate  outlier  pools  were  established,  and 
since  then  separate  reduction  factors  are  calculated  for  urban  and 
rural  hospitals. 

3.  For  outlier  cases  in  the  six  burn-related  DRGs  discharged  between 
April  1.  1988  and  September  30,  1989.  the  marginal  cost  factor  is 
legislatively  set  at  90  percent. 

4.  For  this  analysis,  a  standardized  loss  is  defined  as  the  difference 
between  cost  and  payment,  adjusted  for  differences  in  area  wages 
and  cost  of  living,  case  mix.  and  indirect  medical  education  and 
disproportionate  share  payment  differentials. 


5.  This  policy  is  simulated  by  eliminating  outlier  payments  from  the 
current  policy  and  increasing  the  DRG  payment  rates  by  the  outlier 
pool  percentage. 

6.  The  old  outlier  poliiy  was  simulated  by  using  the  current  payment 
rules,  with  day  and  cost  thresholds  that  were  in  effect  for  the  first 
month  of  fiscal  year  1989. 

7.  This  is  due  to  some  extent  to  the  fact  that  PPS  payment  for  Sole 
Community  Hospitals  is  primarily  based  on  their  hospital-specific 
payment  rates,  to  which  outlier  payments  do  not  apply.  However, 
accounting  for  this  fact  would  still  indicate  that  Sole  Community 
Hospitals  receive  substantially  less  protection  from  the  losses 
associated  with  extremely  costly  cases  than  do  other  hospitals. 

8.  DRG-level  PPS  margins  are  defined  as  total  PPS  payments  less 
costs  for  the  DRG,  as  a  percentage  of  payments. 


Appendix  B.  Technical  Report  Series 


EXTRAMURAL  TECHNICAL  REPORT 
SERIES 

Completed 

E-87-01:  Improving  the  Definition  of  Hospital 
Labor  Market  Areas  and  Wage  Indexes 
(Abt  Associates,  Inc.) 

Methods  for  improving  the  definition  of  hospital 
labor  market  areas  were  investigated.  This  report 
identifies  urban  and  rural  labor  market  areas  with 
the  greatest  amount  of  wage  variation.  It  also 
examines  the  sources  of  wage  variation  within 
current  labor  markets  and  possible  improvements 
in  the  area  wage  adjustment.  (2/87) 

E-87-02:  A  Review  of  Adjustment  Methodologies 
for  Hospital  Outcome  Studies  (Project  HOPE) 

This  report  reviews  the  literature,  catalogs  existing 
methods  for  adjusting  outcome  statistics,  studies 
the  adequacy  of  existing  databases,  and  assesses 
strengths  and  weaknesses  of  various  adjustment 
methods.  (1/88) 

E-87-03:  Developing  a  Measure  of  Complexity 
of  Illness  Within  DRGs  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

This  study  refined  the  Commission's  methodology 
for  estimating  the  annual  component  of  real  case- 
mix  change  within  DRGs.  The  methodology  was 
used  to  develop  annual  estimates  of  within-DRG 
case-mix  change  for  Medicare  patients  from  1984 
to  1986.  It  will  also  be  used  by  the  Commission  to 
estimate  this  component  of  real  case-mix  change  in 
future  years  as  additional  Medicare  data  become 
available.  Estimates  from  this  study  will  also  be 
used  to  analyze  the  indirect  medical  education 
adjustment.  (7/88) 

E-87-04:  The  Changing  Structure  of  the  Health 
Care  Industry  and  the  Influence  of  Medicare 
Prospective  Payments  (Bernard  Friedman,  Ph.D.) 

This  report  discusses  horizontal  and  vertical  con- 
solidation in  the  hospital  industry  during  the 


pre-  and  post-PPS  periods.  The  relationship  between 
prospective  payment  incentives  and  changes  in  the 
structure  of  the  industry,  as  observed  through  adop- 
tion of  these  integration  strategies,  is  examined. 
The  author  discusses  the  implications  of  industry 
structure  changes  for  consumers,  community  goals, 
and  Medicare  program  expenses.  Empirical  evi- 
dence of  the  changing  structure  of  the  industry  is 
also  included.  (3/88) 

E-87-05:  Assessing  Quality  Assurance  Software 
Packages  (Health  Economics  Research,  Inc.) 

This  report  examines  the  spectrum  of  quality  as- 
surance (QA)  software  packages  on  the  market  and 
the  impact  of  these  packages  on  hospital  QA  func- 
tions. Information  was  obtained  through  two 
separate  surveys-one  of  20  software  vendors  con- 
cerning the  characteristics  of  their  product,  and  the 
other  of  62  hospitals  to  determine  the  adoption  rate 
for  QA  software.  Selection  process,  transition  pe- 
riod, vendor  training  and  technical  support,  and 
impact  of  the  software  on  operations  are  examined. 
Finally,  to  illustrate  differences  among  QA  soft- 
ware packages,  the  capability  of  five  different 
systems  to  produce  physician  profiles  was  com- 
pared. (10/87) 

E-87-06:  Assessing  the  Adequacy  of  the 
Medicare  Cost  Report  Data  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

The  perceived  strengths  and  weaknesses  of  the 
Medicare  Cost  Report  are  examined  in  this  report. 
Hospital  financial  officers,  fiscal  intermediaries, 
and  industry  representatives  were  surveyed.  In  gen- 
eral, the  results  of  this  study  indicated  that  most 
hospitals  believe  the  Medicare  Cost  Report  is  ac- 
ceptable as  a  reimbursement  tool.  Most  hospitals 
thought,  however,  that  the  Medicare  Cost  Report 
does  not  accurately  measure  the  cost  of  care  for 
Medicare  beneficiaries  because  costs  such  as  bad 
debt,  charity  care,  and  patient  telephones  are  not 
recognized.  PPS  has  resulted  in  changes  in  report- 
ing practices;  hospitals  are  paying  increased  atten- 
tion to  reporting  pass-through  items  like  capital 
and  direct  medical  education.  (4/88) 
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E-87-07:  The  Impact  of  Medicare  Prospective 
Payment  on  the  Use  of  Expensive  Devices, 
1984-86  (Project  HOPE) 

Trends  in  the  use  of  medical  devices  such  as 
pacemakers,  joint  protheses,  shunts,  and  grafts  are 
examined  from  1984  through  1986.  The  report 
focuses  on  device  use  within  30  DRGs  to  which 
such  cases  are  frequently  assigned  and  also  looks 
for  evidence  of  payment  differentials  that  could 
create  disincentives  to  device  use.  (3/88) 

E-87-08:  Trends  in  the  Concentration  of  Six 
Surgical  Procedures  Under  PPS  and  Their 
Implications  for  Patient  Mortality  and  Medicare 
Cost  (Project  HOPE) 

This  report  examines  trends  in  hospitals'  volumes 
of  six  specialized  surgical  procedures  and  the  im- 
pact of  those  trends  on  mortality  and  costs.  The  six 
procedures  are:  coronary  artery  bypass  grafting, 
total  hip  replacement,  abdominal  aneurysm  repair, 
intestinal  resection,  transurethral  prostatectomy, 
and  carotid  endarterectomy.  (6/88) 

E-87-09:  Estimates  of  Hospital  Industry  Total 
Factor  Productivity  for  the  Period  1980-1986 
(PPS  and  Excluded  Facilities)  (Health 
Economics  Research,  Inc.) 

Measures  of  total  factor  productivity  in  both  PPS 
and  excluded  hospitals  were  developed  using  AHA 
data.  Labor  and  capital  inputs  and  changes  in  the 
hospital  product  were  included  in  the  analysis. 
(2/88) 

E-87-10:  Estimating  the  Impact  of  Scientific 
and  Technological  Advances  on  Increases  in 
Medicare  Costs  for  Fiscal  Year  1989  (Project 
HOPE) 

In  fiscal  year  1986,  the  contractor  refined  ProPAC's 
approach  to  estimating  the  impact  of  scientific  and 
technological  advances  on  Medicare  inpatient  op- 
erating costs  in  PPS  hospitals  and  PPS-excluded 
facilities.  This  task  order  refined  the  cost  estimate 
techniques  and  developed  more  refined  estimates 
of  technology  diffusion.  (5/88) 

E-87-11:  Small  Isolated  Rural  Hospitals: 
Alternative  Criteria  for  Identification  in 
Comparison  with  Current  Sole  Community 
Hospitals  (SysteMetrics/McGraw-Hill,  Inc.) 


This  study  determined  the  number  of  facilities 
eligible  to  be  designated  Sole  Community  Hospi- 
tals (SCHs).  The  contractor  also  examined  how  the 
distribution  of  SCHs  would  change  if  the  designa- 
tion criteria  were  altered.  This  study  also  provided 
information  used  to  analyze  the  financial  vulnera- 
bility of  small,  isolated  rural  hospitals.  (6/88) 

E-87-12:  Assigning  Hospitals  to  Urbanized 
Areas  Within  Metropolitan  Statistical  Areas 
(Abt  Associates,  Inc.) 

This  report  provides  detailed  step-by-step  instruc- 
tions for  assigning  hospitals  within  MSAs  to  ur- 
banized areas  as  defined  by  the  Census  Bureau.  It 
builds  on  previously  completed  work  conducted  by 
Abt  Associates,  Improving  the  Definition  of  Hospital 
Labor  Market  Areas  and  Wage  Indexes  (E-87-01). 
This  report  also  responds  to  technical  implementa- 
tion issues  raised  by  the  Secretary  in  response  to  a 
ProPAC  recommendation.  (6/88) 

E-88-01:  Subacute  Care  in  Hospitals,  Synthesis 
of  Findings  from  the  1987  Survey  of  Hospitals 
and  Case  Studies  in  Five  States  (Lewin  and 
Associates,  Inc.) 

This  document  is  the  final  report  of  an  18-month 
study  of  subacute  care  provided  in  hospitals,  often 
referred  to  as  transitional  care.  Results  of  a  repre- 
sentative national  survey  of  hospitals  are  presented, 
along  with  findings  from  case  studies  in  five  states 
(New  York,  California,  Louisiana,  Washington,  and 
North  Carolina).  Data  and  information  are  also 
presented  on  other  types  of  transitional  care,  such 
as  home  health  and  skilled  nursing  care.  (9/88) 

E-88-02:  Analysis  of  Hospital  Sensitivity  to 
DRG  Price  Variation  in  the  Medicare 
Prospective  Payment  System  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

This  study  examined  whether  hospital  behavior  in 
rendering  care  and  assigning  resources  is  sensitive 
to  differences  between  hospital  costs  and  PPS 
prices.  Health  care  consultants  and  hospital  admin- 
istrators were  interviewed  to:  identify  the  extent 
and  objectives  of  hospital  strategies  to  concentrate 
in  or  discontinue  selected  services,  assess  whether 
these  strategies  are  in  direct  response  to  variations 
in  the  DRG  prices  or  other  factors  influencing 
hospital  management,  and  examine  the  use  of 
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product  line  management  and  service  costing  in 
hospitals'  response  to  DRG  price  variations.  (8/88) 

Pending 

Refinement  of  Measures  of  Complexity  of 
Illness  Within  DRGs  (SysteMetrics/ 
McGraw-Hill,  Inc.)* 

This  study  refines  the  measure  of  within-DRG 
case-complexity  change  developed  under  an  earlier 
study.  Case-complexity  change  was  measured  by 
applying  Patient  Management  Categories  and  Dis- 
ease Staging  to  Medicare  patient  data  that  had 
already  been  grouped  by  DRG.  In  this  study  the 
contractor  applied  the  methodology  to  1987  data, 
estimated  the  impact  of  upcoding  on  the  measure, 
and  analyzed  the  strengths  and  weaknesses  of  the 
methodology.  (4/89) 

Urban/Rural  Cost  Differences  (SysteMetrics/ 
McGraw-Hill,  Inc.) 

The  possible  reasons  for  differences  in  urban  and 
rural  hospitals'  average  costs  per  case  were  synthe- 
sized from  current  research  in  this  report.  Specific- 
ally, the  basis  for  the  lower  average  costs  of  rural 
hospitals  compared  with  urban  hospitals  was  ex- 
plored and  further  research  was  suggested.  (3/89) 

Treatment  of  Certain  Hospital  Labor  Expenses 
in  the  PPS  Market  Basket  (SysteMetrics/ 
McGraw-Hill,  Inc.)* 

This  study  examined  certain  hospital  labor  ex- 
penses not  directly  measured  by  the  PPS  market 
basket  (contract  labor,  employee  bonuses,  recruit- 
ment costs,  employee  benefits,  overtime  and  part- 
time  employment,  and  changes  in  employee  skill 
mix).  The  project  examined  the  current  measure- 
ment of  these  costs  in  the  market  basket  and 
changes  between  1985  and  1988.  The  effect  these 
labor  expenses  might  have  had  on  market  basket 
increases,  if  directly  measured  in  the  market  basket 
wage  component,  was  estimated.  The  calculation 
of  the  Average  Hourly  Earnings  for  Non-Supervisory 
Hospital  Workers  and  the  Employment  Cost  Index 
for  Hospitals  is  also  described  in  the  study.  (3/89) 

Methodology  for  Measuring  Case-Mix  Change 
(The  RAND  Corporation)* 

ProPAC  is  assisting  HCFA  in  a  medical  record 
reabstraction  study.  The  purpose  of  this  study  is  to 


develop  a  method  to  distinguish  case-mix  increases 
caused  by  changes  in  coding  practices  from  real 
case-mix  changes.  It  will  also  provide  information 
for  developing  and  refining  alternative  ongoing 
data  collection  methods  to  monitor  case-mix  change 
over  time.  The  Commission  is  contributing  to  the 
funding  of  this  project  in  addition  to  providing 
support  in  designing,  implementing,  and  monitor- 
ing the  study.  (6/89) 

INTRAMURAL  TECHNICAL  REPORT 
SERIES 

Completed 

1-88-01:  Proceedings  from  ProPAC's  Technical 
Advisory  Conference  on  Alternative  Case-Mix 
Classification  Systems 

This  paper  summarizes  the  presentations  made  by 
the  developers  of  six  case-mix  classification  sys- 
tems, outlines  the  case-mix  studies  funded  by 
HCFA,  and  presents  comparisons  of  case-mix  clas- 
sification systems.  Finally,  the  paper  presents 
ProPAC's  conclusions  on  case-mix  measurement. 
(1/88) 

1-88-02:  Recalibration  Analysis  Comparing 
Charge-Based  and  Cost-Based  DRG  Weights 

ProPAC  analyzed  the  two  methods  of  recalibrating 
the  DRG  relative  weights  using  charges  only 
(charge-based)  and  charges  that  are  adjusted  by 
costs  (cost-based).  This  report  describes  in  detail 
the  data,  methods,  and  results  of  ProPAC's  com- 
parisons. (3/88) 

1-89-01:  Staffing  Shortages  and  Hospital 
Responses 

The  report  presents  information  on  staffing  short- 
ages and  hospital  responses.  A  literature  review 
provided  information  about  staffing  shortages  for 
nursing  and  other  allied  health  occupations.  Tele- 
phone interviews  provided  additional  information 
with  anecdotal  reports  of  staffing  situations  at 
individual  hospitals.  (3/89) 

Pending 

Analyses  of  DRG  Classification  and  Assignment* 

This  report  presents  results  of  ProPAC's  analyses 
of  diagnosis-related  group  (DRG)  classification  and 


assignment.  Periodic  adjustments  to  the  DRGs  are 
necessary  to  reflect  new  technologies,  scientific 
advances,  and  changes  in  medical  practice.  This 
report  includes  information  on  Commission  recom- 
mendations for  classification  or  assignment  im- 
provements. These  recommendations  were  related 
to  new  and  changing  technologies  and  practice 
patterns  and  to  equity  of  payment  among  hospital 
groups.  Analyses  of  other  DRG  classification  and 
assignment  issues  are  also  included.  (3/89) 

Indirect  Medical  Education  Payment 
Adjustment* 

ProPAC  analyzed  the  effect  of  teaching  effort  on 
Medicare  costs.  The  objectives  of  the  analysis 
were:  to  estimate  the  relationship  between  teaching 
effort  and  Medicare  cost  per  case  using  the  most 
recent  Medicare  Cost  Report  data  available;  to 
examine  the  overlap  between  the  indirect  medical 
education  and  the  disproportionate  share  payment 
adjustments;  and  to  evaluate  the  financial  impact 
of  revising  the  indirect  medical  education  adjust- 
ment. The  report  describes  the  methods  and  results 
of  the  analysis.  (3/89) 

Review  of  Medicare  Cost  Report  Data  for  Policy 
Analysis* 

This  report  summarizes  the  work  undertaken  by  the 
Commission  on  the  use  of  the  Medicare  Cost 
Report  (MCR)  data  for  decision  making.  The  ma- 
jor activity  the  Commission  initiated  to  identify 
improvements  in  the  use  of  existing  cost  data  for 
policy  analysis  was  to  convene  a  panel  to  discuss 
the  strengths  and  weaknesses  of  the  MCR.  The 
report  also  summarizes  ProPAC 's  monitoring  of 
HCFA's  three-year  demonstration  assessing  the 
costs  and  benefits  of  adding  financial  and  utiliza- 
tion information  regarding  other  payers  to  the 
MCR.  (3/89) 

Payment  for  Outlier  Cases  Under  PPS* 

This  paper  traces  the  development  of  PPS  outlier 
payment  policy,  describing  the  initial  objectives  of 
the  policy  and  the  changes  over  time  in  the  PPS 
regulations  governing  outlier  payment.  The  impact 
of  the  policy  is  then  examined,  using  data  on  the 
distribution  of  outlier  cases,  costs,  and  payments 
across  hospital  and  patient  groups  to  describe  the 
risk  faced  by  different  types  of  hospitals  and  repre- 
sented by  different  types  of  patients.  (7/89) 


CONGRESSIONALLY  MANDATED 
REPORTS 

Completed 

C-88-01:  An  Evaluation  of  the  Department  of 
HHS's  Report  to  Congress  on  Studies  of 
Urban-Rural  and  Related  Geographical 
Adjustments  in  the  Medicare  PPS 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
(OBRA  87)  required  ProPAC  to  report  to  the  Con- 
gress on  its  evaluation  of  the  Secretary's  study  on 
the  feasibility  and  impact  of  eliminating  or  phasing 
out  separate  urban  and  rural  rates.  The  report 
contains  an  evaluation  of  the  Secretary's  study  and 
future  directions  of  Commission  activities.  (6/88) 

C-88-02:  Linking  Medicare  Capital  Payments 
to  Hospital  Occupanc}  Rates 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  report  to  the  Congress  on  the 
suitability  and  feasibility  of  linking  Medicare  capi- 
tal payments  to  hospital  occupancy  rates.  This  was 
addressed  by  reviewing  current  Medicare  capital 
payment  principles,  examining  historical  trends  in 
capital  costs  and  occupancy  rates,  and  analyzing 
the  relationship  between  capital  costs  and  occu- 
pancy. (4/88) 

C-88-03:  Outlier  Payment  Alternatives  for  Burn 

Cases 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  study  alternative  payment  meth- 
ods for  burn  outlier  cases  under  PPS.  The  Com- 
mission examined  costs  and  PPS  payments  for  all 
burn  cases  as  well  as  for  outlier  cases  only.  Simu- 
lated differences  between  payments  and  costs  for 
burn  hospitals  and  units  and  other  PPS  hospitals 
were  examined.  (6/88) 

C-88-04:  Developing  Medicare  Payment  for 
Hospital  Outpatient  Surgery:  The  Views  of  the 
Prospective  Payment  Assessment  Commission 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  the  Secretary  to  solicit  the  views  of 
ProPAC  in  developing  outpatient  payment  systems 
and  to  include  these  views  in  a  series  of  reports  to 
Congress.  ProPAC's  report  focuses  on  the  facility 
component  of  payment  for  surgeries  performed  in 
hospital  outpatient  settings.  (8/88) 
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C-88-05:  Separate  PPS  Payment  Rates  for 
Hospitals  in  Large  Urban  Areas  and  Other 
Urban  Areas* 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
required  ProPAC  to  "evaluate  the  desirability  of 
maintaining  separate  DRG  prospective  payment 
rates  for  hospitals  located  in  large  urban  areas  .  .  . 
and  in  other  urban  areas."  The  report  describes  the 
treatment  of  hospitals  in  different-sized  urban  areas 
under  PPS.  Descriptive  information  comparing  hos- 
pitals in  different-sized  urban  areas  is  presented, 
followed  by  a  discussion  of  the  PPS  policy  implica- 
tions of  variation  in  costs  and  margins  by  MSA 
size.  (12/88) 

Pending 

Medicare  Payment  for  Hospital  Outpatient 
Surgery:  The  Views  of  the  Prospective  Payment 
Assessment  Commission* 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
requires  the  Secretary  to  solicit  the  views  of  the 
Commission  on  prospective  payment  for  hospital 
outpatient  surgery.  This  report  contains  ProPAC 's 
recommendations  and  related  rationale  on  such 
payment  policy  beginning  in  fiscal  year  1990.  It 
also  includes  background  information  used  by  the 
Commission  in  its  deliberations,  including  the  find- 
ings of  ProPAC  s  data  analysis  of  hospital  outpa- 
tient surgery  costs.  (4/89) 

Payments  to  Hospitals  Located  in  Rural 
Counties  Redesignated  as  Urban  Under  Section 
4005  of  OBRA  1987 

The  Technical  and  Miscellaneous  Revenue  Act  of 
1988  requires  ProPAC  to  study  and  report  to  Con- 
gress on  (1)  appropriate  payment  under  PPS  for 
hospitals  located  in  certain  rural  counties  that  were 
redesignated  as  urban  under  section  4005  of  OBRA 
1987,  and  (2)  the  appropriate  treatment  of  the 
wage  and  wage-related  costs  of  these  hospitals  in 
computing  area  hospital  wage  indexes  for  the  af- 
fected urban  and  rural  areas.  This  study  will  focus 
on  the  financial  impact  of  various  policy  options 
on  both  the  redesignated  hospitals  and  on  other 
hospitals  located  in  the  affected  urban  and  rural 
areas.  (8/89) 


Adjustment  to  the  Nonlabor  Portion  of  the 
Standardized  Amount 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
requires  ProPAC  to  analyze  the  feasibility  and 
appropriateness  of  a  geographic  adjustment  to  the 
nonlabor-related  portion  of  the  PPS  standardized 
amounts.  Price  data  for  nonlabor  components  of 
the  hospital  market  basket  will  be  compiled  from 
available  data  sources  in  order  to  determine  whether 
nonlabor  prices  vary  by  geographic  area.  The  re- 
port will  contain  this  information  and  the  Commis- 
sion's determination  whether  such  an  adjustment  is 
feasible  and  appropriate.  (10/89) 

Medicare  Payment  for  Hospital  Outpatient 
Services:  The  Views  of  the  Prospective  Payment 
Assessment  Commission 

The  Omnibus  Budget  Reconciliation  Act  of  1986 
requires  the  Secretary  to  develop  a  model  system 
for  payment  of  hospital  outpatient  services  other 
than  ambulatory  surgery  by  January  1,  1991. 
OBRA  1987  directs  the  Secretary  to  solicit  the 
views  of  ProPAC  in  developing  these  policies.  This 
report  will  contain  ProPAC 's  recommendations  and 
discussion  on  classification  and  payment  of  hospi- 
tal outpatient  services.  The  report  will  include  a 
further  examination  of  payment  for  hospital  outpa- 
tient surgery  within  the  context  of  a  more  compre- 
hensive outpatient  payment  approach.  (12/90) 

Payment  Adjustment  for  Home  Intravenous  (IV) 
Therapy 

The  Medicare  Catastrophic  Coverage  Act  of  1988 
requires  ProPAC  to  study  and  make  recommenda- 
tions to  the  Congress  and  the  Secretary  concerning 
the  appropriate  adjustment  to  PPS  payment  amounts 
after  the  implementation  of  the  home  IV  benefit 
provision.  The  report  will  examine  reductions  in 
hospital  costs  due  to  the  shift  in  IV  drug  therapy 
from  the  inpatient  setting  to  the  home.  (3/91) 


*  Contains  technical  background  information  sup- 
porting recommendations  made  in  this  report. 
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Stuart  H.  Altman,  Chairman 

Stuart  H.  Altman,  dean  of  the  Florence  Heller 
Graduate  School  for  Social  Policy,  Brandeis  Uni- 
versity, and  Sol  C.  Chaikin  Professor  of  National 
Health  Policy,  is  an  economist  whose  research 
interests  are  primarily  in  the  area  of  Federal  health 
policy.  He  has  been  at  Brandeis  since  1977.  Be- 
tween 1971  and  1976,  Dean  Altman  was  deputy 
assistant  secretary  for  planning  and  evaluation/ 
health  at  the  Department  of  Health,  Education  and 
Welfare  (now  the  Department  of  Health  and  Hu- 
man Services).  In  that  position,  he  was  one  of  the 
primary  contributors  to  the  development  and  ad- 
vancement of  the  National  Health  Insurance  pro- 
posal. From  1973  to  1974,  he  also  served  as  the 
deputy  director  for  health  of  the  President's  Cost 
of  Living  Council,  where  he  was  responsible  for 
developing  the  council's  program  on  health  care 
cost  containment.  Formerly,  Dean  Altman  taught 
at  Brown  University  and  at  the  University  of  Cali- 
fornia (Berkeley).  He  is  a  member  of  the  Institute 
of  Medicine  of  the  National  Academy  of  Sciences 
and  former  member  of  its  governing  council;  a 
member  of  the  board  of  Beth  Israel  Hospital  (Bos- 
ton); chairman  of  the  board  of  the  Health  Policy 
Center  at  Brandeis;  and  president  of  the  National 
Foundation  for  Health  Services  Research.  He  is  a 
past  president  of  the  National  Association  for 
Health  Services  Research  and  former  board  mem- 
ber of  The  Robert  Wood  Johnson  Clinical  Scholars 
Program.  Dean  Altman  also  served  on  the  Presi- 
dent's Commission  for  a  National  Agenda  for  the 
Eighties.  A  member  of  several  editorial  boards,  he 
has  published  extensively  on  various  aspects  of 
health  care  and  public  policy.  Dean  Altman  re- 
ceived both  an  M.S.  and  a  Ph.D.  in  economics 
from  the  University  of  California  (Los  Angeles). 

Harold  A.  Cohen 

Harold  A.  Cohen  is  a  health  services  consultant 
and  a  lecturer  in  the  Department  of  Health  Care 


Organization  of  The  Johns  Hopkins  University.  He 
has  been  with  the  university  since  1972.  From 
1972  to  1987,  he  was  the  executive  director  of  the 
Health  Services  Cost  Review  Commission  of  the 
state  of  Maryland.  Before  that,  he  was  on  the 
economics  faculty  of  the  University  of  Georgia. 
Dr.  Cohen  has  been  a  leader  in  the  development 
and  administration  of  state-level  cost  review  and 
rate-setting  efforts.  He  is  a  member  of  the  Ameri- 
can Economic  Association,  the  Southern  Economic 
Association,  the  Western  Economic  Association, 
the  American  Public  Health  Association,  and  the 
Health  Economic  Research  Organization.  Dr. 
Cohen  is  the  author  of  numerous  professional  publi- 
cations. He  holds  an  M.A.  and  a  Ph.D.  in  eco- 
nomics from  Cornell  University,  and  received  a 
bachelor's  degree  from  Harpur  College  (now  the 
State  University  of  New  York  at  Binghamton). 

Curtis  C.  Erickson 

Curtis  C.  Erickson  is  president  and  chief  execu- 
tive officer  of  Great  Plains  Health  Alliance,  Inc.,  a 
post  he  has  held  since  1959.  He  was  that  organiza- 
tion's assistant  director  from  1955  to  1959.  Having 
served  the  American  Hospital  Association  (AHA) 
in  many  capacities,  he  became  chairman  of  Re- 
gional Advisory  Board  6  and  a  trustee  in  1987.  He 
has  also  chaired  AHA's  advisory  panel  to  the 
Center  for  Small  or  Rural  Hospitals  and  has  been  a 
member  of  the  Council  on  Management,  the  Coun- 
cil on  Federal  Relations,  and  a  representative  to  the 
House  of  Delegates.  President  of  the  Lutheran 
Hospital  Association  of  America  from  1974  to 
1975,  Mr.  Erickson  was  also  on  the  board  of 
trustees  from  1972  to  1982.  He  was  president  of 
the  Kansas  Hospital  Association  from  1965  to 
1966,  a  member  of  the  board  of  governors  of  the 
Healthcare  Stabilization  Fund  for  the  Kansas  De- 
partment of  Insurance,  and  past  district  governor  of 
Rotary  International.  From  1983  to  1986,  Mr. 
Erickson  served  on  The  Robert  Wood  Johnson  Foun- 
dation's National  Advisory  Committee  for  the  Ru- 
ral Hospital  Program  of  Extended  Care  Services. 
Mr.  Erickson  is  a  member  of  the  American  College 
of  Healthcare  Executives.  From  1951  to  1955,  he 
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served  in  the  U.S.  Air  Force.  He  received  a  B.S.  in 
business  administration  from  Fort  Hays  Kansas 
State  University  in  1951. 

William  D.  Fullerton 

William  D.  Fullerton  is  an  adjunct  associate 
professor  in  the  School  of  Medicine,  University  of 
North  Carolina  at  Chapel  Hill.  From  1978  to  1984, 
he  was  principal  and  president  of  Health  Policy 
Alternatives,  Inc.,  where  he  is  now  a  part-time 
consultant.  The  first  deputy  administrator  of  the 
Health  Care  Financing  Administration  (1977-78), 
Mr.  Fullerton  was  also  a  special  consultant  to  the 
Secretary  of  the  Department  of  Health,  Education 
and  Welfare.  He  served  as  chief  of  the  professional 
health  staff,  Committee  on  Ways  and  Means,  U.S. 
House  of  Representatives,  from  1970  to  1976.  Mr. 
Fullerton  was  the  first  executive  secretary  of  the 
Health  Insurance  Benefits  Advisory  Council  in 
1965-66.  Before  that,  he  held  various  positions  in 
the  Social  Security  Administration.  He  is  a  mem- 
ber of  the  Institute  of  Medicine  of  the  National 
Academy  of  Sciences.  Mr.  Fullerton  received  a 
B.A.  from  the  University  of  Rochester. 

B.  Kristine  Johnson 

B.  Kristine  Johnson  is  vice  president,  corporate 
affairs  and  corporate  planning,  and  is  a  member  of 
the  senior  management  council  of  Medtronic,  Inc. 
Joining  the  company  in  1982  as  director  of  public 
affairs,  she  subsequently  served  as  vice  president, 
public  affairs  and  vice  president,  U.S.  national 
accounts/customer  marketing.  She  assumed  her  cur- 
rent post  in  1987.  Prior  to  that,  Ms.  Johnson  was 
an  executive  of  Cargill,  Inc.  She  is  a  former  chair 
of  the  health  care  financing  committee  and  govern- 
ment affairs  section  of  the  Health  Industry  Manu- 
facturers Association  (HIMA).  Ms.  Johnson  is  vice 
chair  of  the  University  of  Minnesota  Hospital  board 
and  chairs  its  planning  and  development  commit- 
tee. She  received  a  B.A.  from  Saint  Olaf  College 
and  served  on  the  college's  board  of  regents  from 
1973  to  1986. 

Sheldon  S.  King 

Sheldon  S.  King  is  president  of  Stanford  Univer- 
sity Hospital  and  a  clinical  associate  professor  in 
the  Department  of  Community,  Family,  and  Pre- 
ventive Medicine  at  Stanford's  School  of  Medi- 
cine. From  1981  to  1985,  he  served  simultaneously 


as  the  hospital's  executive  vice  president  and  di- 
rector as  well  as  the  medical  school's  associate 
vice  president  for  medical  affairs.  Mr.  King  was 
also  director  of  hospitals  and  clinics,  University 
Hospital,  University  of  California  Medical  Center, 
from  1972  to  1981.  He  was  executive  director  of 
the  Albert  Einstein  College  of  Medicine  from  1968 
to  1972,  and  held  various  positions  at  Mount  Sinai 
Hospital  from  1957  to  1968.  Mr.  King  was  chair- 
man of  the  administrative  board  of  the  Council  of 
Teaching  Hospitals  of  the  Association  of  American 
Medical  Colleges.  Besides  serving  in  the  House  of 
Delegates  of  the  American  Hospital  Association, 
he  is  chairman  of  the  advisory  board  of  the  Ameri- 
can Board  of  Internal  Medicine.  He  is  a  member 
of  the  Institute  of  Medicine  of  the  National  Acad- 
emy of  Sciences  and  the  Accreditation  Council  for 
Graduate  Medical  Education.  Mr.  King  is  a  Fellow 
of  the  American  College  of  Health  Care  Execu- 
tives, the  American  Public  Health  Association,  and 
the  Royal  Society  of  Health.  He  received  an  A.B. 
from  New  York  University  and  an  M.S.  from  Yale 
University. 

Barbara  J.  McNeil 

Barbara  J.  McNeil  is  professor  and  head  of  the 
Department  of  Health  Care  Policy,  Harvard  Medi- 
cal School,  and  professor  of  radiology  at  the  Brig- 
ham  and  Women's  Hospital.  She  is  also  director  of 
the  Center  for  Cost-Effective  Care,  Brigham  and 
Women's  Hospital,  and  deputy  director  for  Resi- 
dency Training,  Joint  Program  in  Nuclear  Medi- 
cine, Harvard  Affiliated  Hospitals.  Dr.  McNeil  is  a 
member  of  the  Harvard-MIT  Division  of  Health 
Sciences  and  Technology.  Her  professional  and 
advisory  activities  are  extensive.  She  serves  on  the 
board  of  trustees  of  the  Society  for  Medical  Deci- 
sion Making.  Dr.  McNeil  is  a  member  of  the  joint 
committee  of  the  American  College  of  Radiology, 
the  Association  of  University  Radiologists,  and  the 
Society  of  Chairmen  of  Academic  Radiology.  She 
is  also  a  member  of  the  Fleischner  Society,  the 
Institute  of  Medicine  of  the  National  Academy  of 
Sciences,  and  the  National  Council  on  Radiation 
Protection  and  Measurements.  She  serves  on  the 
American  College  of  Radiology's  committees  on 
nuclear  radiology  and  on  quality  assurance  and 
efficacy.  Formerly,  Dr.  McNeil  was  on  the  board 
of  the  Association  for  Health  Services  Research, 
the  policy  council  of  the  Association  for  Public 
Policy  Analysis  and  Management,  and  a  member 
of  the  National  Council  on  Health  Care  Technology. 
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She  has  written  five  books  and  more  than  150 
professional  articles  and  reports.  Dr.  McNeil  has 
an  A.B.  in  chemistry  from  Emmanuel  College,  an 
M.D.  from  Harvard  Medical  School,  and  a  Ph.D. 
in  biological  chemistry  from  Harvard  University. 

Kathryn  M.  Mershon 

Kathryn  M.  Mershon  is  senior  vice  president  at 
Humana,  Inc.,  a  position  she  has  held  since  1988. 
She  previously  served  as  Humana' s  vice  president, 
nursing.  She  holds  an  adjunct  assistant  professor- 
ship of  nursing  at  Spalding  University.  From  1971 
to  1980,  Ms.  Mershon  was  associate  executive 
director-nursing  at  St.  Joseph  Infirmary  (now 
Humana  Hospital  Audubon)  in  Louisville,  Ken- 
tucky. Before  that,  she  was  a  clinical  nursing 
specialist  at  St.  Joseph  Infirmary,  clinical  instruc- 
tor at  St.  Francis  Xavier  Hospital  School  of  Nurs- 
ing, and  a  staff  nurse.  She  has  a  distinguished  list 
of  professional  and  community  activities,  includ- 
ing board  of  governors  of  the  Federation  of  Ameri- 
can Health  Systems,  board  member  of  the  National 
League  for  Nursing,  and  editorial  review  board  of 
Nursing  &  Health  Care.  She  is  a  former  trustee  of 
Spalding  University  and  member  of  the  advisory 
board  of  the  University  of  Louisville's  School  of 
Nursing.  Ms.  Mershon  also  served  on  the  Louis- 
ville Board  of  Health  and  on  the  board  of  gover- 
nors of  Louisville  General  Hospital.  She  has  made 
numerous  public  presentations  on  a  variety  of 
nursing-related  issues.  Ms.  Mershon  received  a 
B.S.  in  nursing  from  Spalding  University  and  an 
M.S.  in  nursing  from  St.  Louis  University. 

James  J.  Mongan 

James  J.  Mongan  is  the  executive  director  of  the 
Truman  Medical  Center,  Kansas  City,  Missouri, 
and  dean  of  the  University  of  Missouri-Kansas 
City  School  of  Medicine.  He  holds  professorships 
in  the  School  of  Medicine  and  the  School  of 
Business  and  Public  Administration  at  the  Univer- 
sity of  Missouri-Kansas  City.  From  1979  to  1981, 
he  was  the  associate  director  for  health  and  human 
resources,  Domestic  Policy  Staff,  the  White  House. 
Dr.  Mongan  served  as  deputy  assistant  secretary 
for  health  policy  at  the  Department  of  Health, 
Education  and  Welfare  from  1977  to  1979  and 
was  the  Secretary's  special  assistant  for  National 
Health  Insurance.  For  seven  years  before  that,  he 
was  a  professional  staff  member  of  the  Committee 


on  Finance,  U.S.  Senate.  Dr.  Mongan  is  a  member 
of  the  board  of  trustees  of  the  American  Hospital 
Association  and  a  member  of  the  House  of  Dele- 
gates. He  is  on  the  board  of  the  Council  of  Teaching 
Hospitals  of  the  American  Association  of  Medical 
Colleges  and  a  member  of  the  advisory  committee 
for  The  Robert  Wood  Johnson  Foundation's  Pro- 
gram for  Prepaid  Managed  Health  Care.  Dr. 
Mongan  received  A.B.  and  M.D.  degrees  from 
Stanford  University. 

Eric  Muhoz 

Eric  Muhoz,  an  academic  surgeon,  is  the  medi- 
cal director  of  the  Hospital  of  the  University  of 
Medicine  and  Dentistry  of  New  Jersey  in  Newark, 
and  associate  dean  for  clinical  affairs  and  associate 
professor  of  surgery  at  the  New  Jersey  Medical 
School.  He  was  head  of  the  research  division  of 
the  department  of  surgery  at  the  Long  Island 
Jewish-Hillside  Medical  Center.  He  has  been  on 
the  surgical  faculty  of  the  State  University  of  New 
York  at  Stony  Brook,  the  Yale  University  School  of 
Medicine,  and  New  York  Medical  College.  Dr. 
Muhoz  is  nationally  recognized  for  his  research  on 
the  DRG  payment  mechanism,  which  has  focused 
on  the  higher  costs  of  emergency  hospital  admis- 
sions. He  is  also  a  specialist  on  problems  of  health 
care  delivery  to  the  poor.  Dr.  Munoz  was  president 
of  the  American  Association  of  Puerto  Rican  Sci- 
entists and  served  on  the  board  of  that  organiza- 
tion. His  other  numerous  professional  affiliations 
include  Fellow  of  the  American  College  of  Sur- 
geons, the  Association  for  Academic  Surgery,  and 
the  International  Health  Economics  and  Manage- 
ment Institute.  He  is  certified  by  the  American 
Board  of  Surgery.  Dr.  Munoz  has  published  more 
than  30  articles  on  health  care  costs.  He  received  a 
B.A.  in  psychology  from  the  University  of  Vir- 
ginia, an  M.D.  from  the  Albert  Einstein  College  of 
Medicine,  and  an  M. B.A.  in  finance  and  econom- 
ics from  Columbia  University.  Dr.  Muhoz  trained 
in  general  and  peripheral  vascular  surgery  at  Yale 
University. 

John  C.  Nelson 

John  C.  Nelson  is  a  practicing  obstetrician  and 
gynecologist  in  Salt  Lake  City,  Utah.  He  has  been 
involved  in  cost-containment  efforts  at  local  and 
state  levels  and  is  active  in  the  American  Cancer 
Society  as  well  as  numerous  other  medical  and 
civic  efforts.  A  member  of  the  American  Medical 
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Association,  Dr.  Nelson  is  the  delegate  from  Utah 
and  serves  on  the  work  group  on  evaluation,  as- 
sessment, and  control  Health  Policy  Agenda  for 
the  American  People.  He  is  a  delegate  to  the  Utah 
State  Medical  Association  House  of  Delegates,  and 
serves  on  the  editorial  board  of  the  Utah  Medical 
Bulletin  as  well  as  on  the  board  of  the  Utah  Health 
Cost  Management  Foundation.  Dr.  Nelson  is  also  a 
member  of  the  board  of  the  Utah  Professional 
Review  Organization  and  the  governor's  Select  Ad- 
visory Committee  on  Child  Abuse  and  Neglect.  He 
is  former  director  of  cost  containment  for  Blue 
Cross/Blue  Shield  of  Utah.  Dr.  Nelson  took  his 
internship  at  the  Providence  Hospital  in  Portland, 
Oregon,  and  a  residency  with  the  Department  of 
Obstetrics  and  Gynecology  at  the  University  of 
Utah.  He  is  board-certified  by  the  American  Board 
of  Obstetrics  and  Gynecology,  and  a  Fellow  of  the 
American  College  of  Obstetrics  and  Gynecology. 
He  received  a  bachelor's  degree  in  zoology  from 
Utah  State  University  and  an  M.D.  from  the  Utah 
College  of  Medicine. 

Leonard  D.  Schaeffer 

Leonard  D.  Schaeffer  is  president  and  chief 
executive  officer  of  Blue  Cross  of  California.  He 
came  to  Blue  Cross  from  his  position  as  president 
of  Group  Health,  Inc.  Mr.  Schaeffer  was  formerly 
executive  vice  president  and  chief  operating  officer 
of  the  Student  Loan  Marketing  Association.  He 
served  as  administrator  of  the  Health  Care  Financ- 
ing Administration,  Department  of  Health  and 
Human  Services,  and  as  assistant  secretary  for 
management  and  budget  in  the  Department  of 
Health,  Education  and  Welfare.  Before  that,  Mr. 
Schaeffer  was  vice  president  of  Citibank,  N.A.  He 
has  held  various  positions  with  the  state  of  Illinois, 
including  director  of  the  Bureau  of  Budget,  head 
of  the  State  Planning  Office,  chairman  of  the 
Illinois  Capital  Development  Board,  and  deputy 
director  for  management,  Illinois  Department  of 
Mental  Health  and  Developmental  Disabilities.  He 
was  previously  vice  president  of  a  private  invest- 
ment banking  firm  and  a  consultant  for  Arthur 
Anderson  &  Company.  A  Kellogg  Fellow,  Mr. 
Schaeffer  was  also  on  the  executive  committee  of 
both  the  National  Cooperative  Business  Associa- 
tion and  the  Minnesota  Coalition  on  Health  Care 
Costs.  He  was  graduated  from  Princeton  University. 


Bert  Seidman 

Bert  Seidman  has  been  the  director  of  the  De- 
partment of  Occupational  Safety,  Health  and  Social 
Security  of  the  AFL-CIO,  Washington,  D.C.,  since 
1983.  From  1962  to  1966,  he  was  the  AFL-CIO 
European  economic  representative  stationed  in  Paris 
and  then  in  Geneva.  Before  that,  he  served  for  14 
years  as  an  economist  in  the  research  department 
of  the  AFL  and  the  AFL-CIO.  In  1966,  he  became 
director  of  the  AFL-CIO  Social  Security  Depart- 
ment. He  was  a  member  of  the  U.S.  labor  delega- 
tion to  the  annual  conference  of  the  International 
Labor  Organization  (ILO)  from  1958  to  1976  and, 
from  1972  to  1975,  was  a  member  of  the  ILO 
governing  body.  In  1973  and  1974,  he  was  the  U.S. 
worker  delegate  to  the  ILO  conference.  He  re- 
turned to  the  ILO  conference  in  1987  and  1988  as 
a  member  of  the  U.S.  labor  delegation.  Mr. 
Seidman  has  served  on  numerous  committees,  in- 
cluding the  Federal  Advisory  Council  on  Employ- 
ment Security,  the  Advisory  Council  on  Health 
Insurance  for  the  Disabled,  the  Task  Force  on 
Medicaid  and  Related  Programs,  the  Advisory 
Council  on  Social  Security,  the  Federal  Hospital 
Council,  the  Board  of  Trustees  of  Group  Health 
Association  of  Washington,  D.C.,  the  Health  In- 
surance Benefits  Advisory  Council,  the  Blue  Cross 
Advisory  Committee,  the  National  Commission  on 
Unemployment  Compensation,  the  Brookings  In- 
stitution Advisory  Panel  on  Long-Term  Care,  and 
the  1981  White  House  Conference  on  Aging  (the 
Advisory  Committee  and  chairman  of  the  Techni- 
cal Committee  on  Retirement  Income).  At  present, 
he  is  a  member  of  the  Managed  Health  Care 
Council,  the  National  Advisory  Committee  to  The 
Robert  Wood  Johnson  Foundation  on  Community 
Programs  for  Affordable  Health  Care,  the  Advi- 
sory Council  on  Employee  Welfare  and  Benefit 
Plans,  and  the  Wellness  Council  of  America.  Mr. 
Seidman  is  also  a  board  member  of  the  National 
Council  of  Senior  Citizens  and  the  National  Coun- 
cil on  Aging,  a  vice  president  of  the  National 
Consumers  League,  and  chairman  of  the  Washing- 
ton, D.C.,  chapter  of  the  Jewish  Labor  Committee. 

Jack  K.  Shelton 

Jack  K.  Shelton  is  manager  of  the  Employee 
Insurance  Department  of  the  Ford  Motor  Company, 
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which  he  joined  in  1956.  He  is  responsible  for  the 
financial  control  and  analysis  of  nearly  all  employee 
benefit  plans.  In  this  capacity,  he  participates  in 
union  negotiations,  relations  with  insurance  carri- 
ers, and  financial  control  of  company-administered 
plans.  He  also  reviews  changes  in  wage  and  benefit 
programs  for  foreign  subsidiaries.  Mr.  Shelton  is 
actively  involved  in  a  number  of  local  and  national 
health  care  organizations,  serving  as  a  director  of 
the  National  Fund  for  Medical  Education,  a  direc- 
tor of  Blue  Cross  and  Blue  Shield  of  Michigan, 
and  a  member  of  the  Statewide  Health  Coordinat- 
ing Council  of  Michigan.  In  1985,  he  was  a 
member  of  an  Office  of  Technology  Assessment 
Advisory  Panel  on  Alternative  Physician  Payments 
for  Medicare  and  chairman  of  the  Employer  Pro- 
spective Payment  Advisory  Commission  for  the 
Washington  Business  Group  on  Health.  He  is  past 
chairman  of  the  National  Industry  Council  on  HMO 
Development,  the  Michigan  Health  Economics  Co- 
alition, the  Michigan  Hospital  Capacity  Reduction 
Corporation,  and  the  Health  Alliance  Plan  (Michi- 
gan's largest  HMO).  Mr.  Shelton  received  B.S. 
and  M.S.  degrees  in  industrial  psychology  from 
Oklahoma  State  University. 

J.  B.  Silvers 

J.  B.  Silvers  is  co-director  of  the  Health  Systems 
Management  Center  of  Case  Western  Reserve  Uni- 
versity. He  is  also  the  William  M.  and  Elizabeth 
C.  Treuhaft  Professor  at  the  University's  Weather- 
head  School  of  Management  and  the  School  of 
Medicine.  Before  joining  Case  Western  Reserve, 
Dr.  Silvers  was  a  faculty  member  at  the  business 
schools  of  Indiana,  Harvard,  and  Stanford.  He 
served  the  U.S.  Department  of  Health  and  Human 
Services  as  a  member  of  the  Secretary's  Commis- 
sion on  Nursing  and  as  a  member  of  the  Health 
Care  Technology  Study  Section  of  the  National 
Center  for  Health  Services  Research.  During 
1983-84,  he  chaired  the  Governor's  Commission 
on  Ohio  Health  Care  Costs.  He  has  written  exten- 
sively in  the  fields  of  corporate  financial  manage- 
ment, and  health  care  and  hospital  finance.  He 
also  serves  as  a  consultant  or  adviser  to  numerous 
private  organizations.  Dr.  Silvers  received  a  Ph.D. 
in  finance  and  economics  from  Stanford  University 
and  M.S.  and  B.S.  degrees  from  Purdue  Univer- 
sity in  industrial  administration  and  engineering, 
respectively. 


Bruce  C.  Vladeck 

Bruce  C.  Vladeck  is  president  of  the  United 
Hospital  Fund  of  New  York.  Immediately  before 
joining  that  organization,  Dr.  Vladeck  was  assis- 
tant vice  president  of  The  Robert  Wood  Johnson 
Foundation.  From  1979  to  1982,  he  was  assistant 
commissioner  for  health  planning  and  resources 
development  of  the  New  Jersey  State  Department 
of  Health.  In  that  position,  he  was  director  of  the 
State  Health  Planning  and  Development  Agency, 
where  he  oversaw  the  implementation  of  New  Jer- 
sey's all  payer,  DRG-based  hospital  prospective 
payment  system.  Dr.  Vladeck  taught  for  four  and 
one-half  years  at  Columbia  University,  and  has 
served  on  the  adjunct  faculty  of  Rutgers,  Princeton, 
the  College  of  Medicine  and  Dentistry  of  New 
Jersey,  and  New  York  University.  He  is  the  author 
of  Unloving  Care:  The  Nursing  Home  Tragedy,  and 
has  written  numerous  articles  and  book  chapters  on 
health  policy,  health  care  finance,  and  health  poli- 
tics. He  is  a  member  of  the  New  York  State 
Council  of  Health  Care  Financing,  the  Institute  of 
Medicine  of  the  National  Academy  of  Sciences, 
and  various  national  advisory  committees  of  The 
Robert  Wood  Johnson  Foundation.  Dr.  Vladeck, 
who  is  a  Fellow  of  the  New  York  Academy  of 
Medicine,  also  serves  on  the  board  of  the  Associa- 
tion for  Health  Services  Research.  He  received  a 
bachelor's  degree  in  government  from  Harvard  Col- 
lege and  M.A.  and  Ph.D.  degrees  in  political 
science  from  the  University  of  Michigan. 

Sankey  V.  Williams 

Sankey  V.  Williams  is  director  of  The  Robert 
Wood  Johnson  Foundation  Clinical  Scholars  Pro- 
gram at  the  University  of  Pennsylvania.  He  also 
serves  as  associate  professor  of  medicine  at  the 
Hospital  of  the  University  of  Pennsylvania  and 
associate  professor  of  health  care  systems  at  the 
university's  Wharton  School.  In  addition,  he  is 
associate  director  for  medical  affairs  in  the  Whar- 
ton School's  Leonard  Davis  Institute  of  Health 
Economics.  He  is  an  associate  in  the  Clinical 
Epidemiology  Unit  of  the  university  and  previously 
served  as  associate  director  for  clinical  research  at 
the  University  of  Pennsylvania's  Center  for  the 
Study  of  Aging.  He  was  a  Henry  J.  Kaiser  Family 
Foundation  Faculty  Scholar  in  general  internal  med- 
icine from  1981  to  1986.  Dr.  Williams  currently 
serves  on  the  editorial  boards  of  Medical  Decision 
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Making  and  the  Journal  of  General  Internal  Medi- 
cine. He  also  serves  as  consultant  to  the  Annals  of 
Internal  Medicine  for  the  series,  "Diagnostic  Deci- 
sions." Dr.  Williams,  who  is  certified  by  the  Amer- 
ican Board  of  Internal  Medicine,  has  published 
and  lectured  widely  in  many  fields,  including  med- 
ical decision  making,  physician  behavior,  and  hos- 


pital case-mix  management.  Dr.  Williams  received 
a  B.A.  from  Princeton  University  and  an  M.D. 
from  Harvard  Medical  School.  He  completed  his 
internship  and  residency  in  medicine  at  the  Hospi- 
tal of  the  University  of  Pennsylvania  and  was  a 
Robert  Wood  Johnson  Foundation  Clinical  Scholar 
at  the  university. 
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PROSPECTIVE  PAYMENT 
ASSESSMENT  COMMISSION 
POLICY  STATEMENT 

Responsibilities-The  Prospective  Payment  As- 
sessment Commission  (ProPAC)  has  two  major 
responsibilities.  First,  it  recommends  annually  to 
the  Secretary  of  the  Department  of  Health  and 
Human  Services  the  appropriate  annual  percentage 
change  in  payment  for  hospital  inpatient  discharges. 
The  Commission  is  to  report  its  recommendations 
to  the  Secretary  by  March  1st  of  each  year.  Second, 
it  consults  with  and  recommends  to  the  Secretary, 
needed  changes  in  the  diagnosis-related  group 
(DRG)  classification  (e.g.,  new  DRGs,  modifica- 
tions to  existing  DRGs)  and  in  the  relative  weighting 
factors  of  the  DRGs.  In  addition,  the  Commission 
is  required  to  report  to  the  Congress  its  evaluation 
of  any  adjustments  made  by  the  Secretary  regard- 
ing the  DRG  classification  and  weighting  factors. 

In  making  its  recommendations,  the  Commission 
will  consider  the  hospital  market  basket,  hospital 
productivity,  technological  and  scientific  advances, 
quality  of  care,  and  long-term  cost-effectiveness  of 
services.  In  order  to  carry  out  its  responsibility  to 
identify  medically  appropriate  patterns  of  health 
resources  use,  the  Commission  is  required  to  col- 
lect and  assess  information  on  regional  variations 
in  medical  practice;  length  of  hospitalization;  and 
the  safety,  efficacy,  and  cost-effectiveness  of  new 
and  existing  medical  and  surgical  procedures,  prac- 
tices, services,  and  technologies.  While  the  Com- 
mission will  use  existing  information  where 
possible,  it  will  also  use  its  research  authority  to 
award  grants  or  contracts  where  existing  information 
is  inadequate. 


The  Commission  shall  focus  primarily  on  the 
two  responsibilities  cited  above.  Other  responsibili- 
ties will  be  pursued  to  the  limit  of  available  staff 
and  resources.  The  Commission  will  also  monitor 
executive  and  legislative  branch  actions  in  regard 
to  other  areas. 

Relationship  to  the  Public-The  Commission 
welcomes  and  encourages  constructive  relations 
with  the  public.  Its  meetings  will  be  open,  and  it 
will  maintain  a  mailing  list,  to  the  extent  its  funds 
allow,  in  order  to  keep  the  interested  public  in- 
formed of  its  activities  and  meetings. 

Intramural  and  extramural  analytic  documents 
prepared  for  the  Commission  will  be  made  pub- 
licly available  on  a  case-by-case  basis.  Generally, 
final  reports  will  be  made  available  as  part  of  a 
Technical  Report  Series.  As  a  rule,  technical  re- 
ports will  be  distributed  without  charge  to  any 
requesting  party. 

The  Commission  encourages  consumers,  hospi- 
tals, physicians,  business  firms,  and  other  individ- 
uals and  groups  to  submit  information,  preferably 
in  writing,  with  respect  to  medical  and  surgical 
procedures,  services,  practices,  and  technologies 
or  other  information  relevant  to  the  Commission's 
responsibilities.  The  Commission  will  consider  this 
information  in  making  reports  and  recommenda- 
tions to  the  Secretary  and  the  Congress. 

However,  it  is  extremely  important  to  remember 
that  the  Commission  is  not  an  appeals  body.  It  has 
no  appeals  functions  or  regulatory  powers.  The 
information  accompanying  an  appeal  may  be  used 
as  data  on  system-level  trends. 
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COMMISSION  STRUCTURE,  ASSIGNMENTS,  AND  MEETING  DATES 


Structure  and  Assignments 


Subcommittee  on  Data 
Development  and  Research 


The  subcommittee  is  charged  with  identifying 
data  needs  and  availability  of  data  sources  relevant 
to  the  Commission's  responsibilities.  In  consulta- 
tion with  interested  persons  and  experts,  the  sub- 
committee will  analyze  issues  related  to  data  needs, 
sources,  and  availability.  It  will  also  examine  the 
strengths  and  weaknesses  of  the  data  and  will 
report  its  findings  to  the  full  Commission.  Where 
data  are  needed  but  unavailable,  the  subcommittee 
will  present  options  and  recommendations  for  data 
development  for  presentation  to  the  Commission. 


Members 

Bruce  C.  Vladeck,  Chair 
Harold  A.  Cohen 
Barbara  J.  McNeil 
Eric  Muhoz 
Sankey  Williams 


Subcommittee  on  Hospital 
Productivity  and  Cost-Effectiveness 

The  subcommittee  is  charged  with  identifying 
and  examining  procedures  and  issues  related  to  the 
measurement  of  productivity  and  cost-effectiveness, 
including  an  examination  of  the  hospital  market 
basket  and  related  variations  in  the  provision  of 
hospital  services.  In  consultation  with  interested 
persons  and  experts,  the  subcommittee  will  ana- 
lyze issues  related  to  hospital  productivity  and 
cost-effectiveness  and  will  present  its  findings, 
including  options  and  recommendations,  to  the  full 
Commission. 


Members 

Harold  A.  Cohen,  Chair 
Curtis  C.  Erickson 
Kathryn  M.  Mershon 
James  J.  Mongan 
Leonard  D.  Schaeffer 
Bert  Seidman 
Jack  K.  Shelton 
Bruce  C.  Vladeck 


Subcommittee  on  Diagnostic 
and  Therapeutic  Practices 

The  subcommittee  is  charged  with  identifying 
and  examining  technological  and  scientific  ad- 
vances, changing  treatment  patterns,  and  quality  of 
care  issues.  The  subcommittee  is  also  responsible 
for  examining  the  safety,  efficacy,  and  relative 
cost-effectiveness  of  medical  and  surgical  proce- 
dures, services,  and  technologies  as  they  relate  to 
the  Commission's  primary  responsibilities.  In  con- 
sultation with  interested  persons  and  experts,  the 
subcommittee  will  analyze  issues  related  to  the 
assessment  of  new  and  existing  procedures,  ser- 
vices, and  technologies.  It  will  present  its  find- 
ings, including  options  and  recommendations,  to 
the  full  Commission. 


Members 

Barbara  J.  McNeil,  Chair 
William  D.  Fullerton 
B.  Kristine  Johnson 
Sheldon  King 
Eric  Muhoz 
John  C.  Nelson 
J.B.  Silvers 
Sankey  Williams 


ProPAC-PPRC 
Liaison  Subcommittee 


Members 


The  subcommittee  is  responsible  for  infor- 
mation exchange  and  coordination  of  the  work 
of  ProPAC  and  the  Physician  Payment  Review 
Commission  (PPRC).  The  subcommittee  will  iden- 
tify areas  of  mutual  or  overlapping  interest  and 
foster  staff  and  commission  collaboration  where 
appropriate. 


John  M.  Eisenberg,  PPRC 
William  D.  Fullerton,  ProPAC 
Jack  Guildroy,  PPRC 
Walter  McNerney,  PPRC 
John  C.  Nelson,  ProPAC 
Jack  K.  Shelton,  ProPAC 


Meeting  Dates 


Subcommittee  on  Data 
Development  and  Research 

April  20,  1988 
June  22,  1988 
December  14,  1988 

Subcommittee  on  Hospital 
Productivity  and  Cost-Effectiveness 

April  19,  1988 
June  21,  1988 
September  13,  1988 
October  26,  1988 
December  13,  1988 
January  9-10,  1989 
January  31,  1989 

ProPAC-PPRC  Liaison 
Subcommittee 

January  9,  1989 


Subcommittee  on  Diagnostic 
and  Therapeutic  Practices 

April  19,  1988 
June  21,  1988 
September  13,  1988 
October  26,  1988 
December  13,  1988 
January  10,  1989 
January  31,  1989 


Prospective  Payment 
Assessment  Commission 

April  20,  1988 
June  21-22,  1988 
September  13-14,  1988 
October  27,  1988 
December  14,  1988 
January  10,  1989 
January  31 -February  1,  1989 
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STATUTORY  MANDATE  OF  THE 
COMMISSION 

Congress  established  the  Prospective  Payment 
Assessment  Commission  ("ProPAC")  in  Pub.  L. 
98-21  (the  Social  Security  Amendments  of  1983) 
on  April  20,  1983.  The  current  responsibilities  of 
ProPAC  are  set  forth  in  Section  1862(a)  and  Sec- 
tion 1886  of  the  Social  Security  Act,  amended 
through  1988.  Further  responsibilities  are  set  forth 
in  various  conference  reports.  The  passages  of  the 
relevant  legislative  sources  follow. 

Section  1886(d)(4)(C)  and  (D)  of  the  Social 
Security  Act 

(C)  The  Secretary  shall  adjust  the  classifications 
and  weighting  factors  established  under  subpara- 
graphs (A)  and  (B),  for  discharges  in  fiscal  year 
1988  and  at  least  annually  thereafter,  to  reflect 
changes  in  treatment  patterns,  technology,  and 
other  factors  which  may  change  the  relative  use  of 
hospital  resources. 

(D)  The  Commission  (established  under  subsec- 
tion (e)(2))  shall  consult  with  and  make  recom- 
mendations to  the  Secretary  with  respect  to  the 
need  for  adjustments  under  subparagraph  (C), 
based  upon  its  evaluation  of  scientific  evidence 
with  respect  to  new  practices,  including  the  use  of 
new  technologies  and  treatment  modalities.  The 
Commission  shall  report  to  the  Congress  with 
respect  to  its  evaluation  of  any  adjustments  made 
by  the  Secretary  under  subparagraph  (C). 

Section  1886(e)(2)  through  (6)  of  the  Social 
Security  Act 

(2)  The  Director  of  the  Congressional  Office  of 
Technology  Assessment  (hereinafter  in  this  subsec- 
tion referred  to  as  the  "Director"  and  the  "Office," 
respectively)  shall  provide  for  appointment  of  a 
Prospective  Payment  Assessment  Commission 
(hereinafter  in  this  subsection  referred  to  as  the 
"Commission"),  to  be  composed  of  independent 
experts  appointed  by  the  Director  (without  regard 
to  the  provisions  of  title  5,  United  States  Code, 
governing  appointments  in  the  competitive  ser- 
vice). In  addition  to  carrying  out  its  functions 
under  subsection  (d)(4)(D),  the  Commission  shall 
review  the  applicable  percentage  increase  factor 
described  in  subsection  (b)(3)(B)  and  make  recom- 
mendations to  the  Secretary  on  the  appropriate 


percentage  change  which  should  be  effected  for 
hospital  inpatient  discharges  under  subsections  (b) 
and  (d)  for  fiscal  years  beginning  with  fiscal  year 

1986.  In  making  its  recommendations,  the  Com- 
mission shall  take  into  account  changes  in  the 
hospital  market-basket  described  in  subsection 
(b)(3)(B),  hospital  productivity,  technological  and 
scientific  advances,  the  quality  of  health  care  pro- 
vided in  hospitals  (including  the  quality  and  skill 
level  of  professional  nursing  required  to  maintain 
quality  care),  and  long-term  cost-effectiveness  in 
the  provision  of  inpatient  hospital  services. 

(3)  (A)  The  Commission,  not  later  than  March 
1,  before  the  beginning  of  each  fiscal  year  (begin- 
ning with  fiscal  year  1989),  shall  report  its  recom- 
mendations to  the  Secretary  on  an  appropriate 
change  factor  which  should  be  used  for  inpatient 
hospital  services  for  discharges  in  that  fiscal  year. 

(B)  The  Secretary,  not  later  than  April  1, 

1987,  for  fiscal  year  1988  and  not  later  than  March 
1  before  the  beginning  of  each  fiscal  year  (begin- 
ning with  fiscal  year  1989),  shall  report  to  the 
Congress  the  Secretary's  initial  estimate  of  the 
percentage  change  that  the  Secretary  will  recom- 
mend under  paragraph  (4)  with  respect  to  that 
fiscal  year. 

(4)  Taking  into  consideration  the  recommenda- 
tions of  the  Commission,  the  Secretary  shall  rec- 
ommend for  each  fiscal  year  (beginning  with  fiscal 
year  1988)  an  appropriate  change  factor  for  inpa- 
tient hospital  services  for  discharges  in  that  year 
which  will  take  into  account  amounts  necessary  for 
the  efficient  and  effective  delivery  of  medically 
appropriate  and  necessary  care  of  high  quality.  The 
appropriate  change  factor  may  be  different  for  all 
large  urban  subsection  (d)  hospitals,  other  urban 
subsection  (d)  hospitals,  urban  subsection  (d) 
Puerto  Rico  hospitals,  rural  subsection  (d)  hospi- 
tals, and  rural  subsection  (d)  Puerto  Rico  hospi- 
tals, and  all  other  hospitals  and  units  not  paid 
under  subsection  (d),  and  may  vary  among  such 
other  hospitals  and  units. 

(5)  The  Secretary  shall  cause  to  have  published 
in  the  Federal  Register,  not  later  than: 

(A)  May  1  before  each  fiscal  year  (beginning 
with  fiscal  year  1986),  the  Secretary's  proposed 
recommendation  under  paragraph  (4)  for  that 
fiscal  year  for  public  comment,  and 
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(B)  September  1  before  such  fiscal  year  after 
such  consideration  of  public  comment  on  the 
proposal  as  is  feasible  in  the  time  available,  the 
Secretary's  final  recommendation  under  such 
paragraph  for  that  year. 

The  Secretary  shall  include  in  the  publication 
referred  to  in  subparagraph  (A)  for  a  fiscal  year  the 
report  of  the  Commission's  recommendations  sub- 
mitted under  paragraph  (3)  for  that  fiscal  year. 

(6)(A)  The  Commission  shall  consist  of  17  indi- 
viduals. Members  of  the  Commission  shall  first  be 
appointed  no  later  than  April  1 ,  1984,  for  a  term  of 
three  years,  except  that  the  Director  may  provide 
initially  for  such  shorter  terms  as  will  insure  that 
(on  a  continuing  basis)  the  terms  of  no  more  than 
seven  members  expire  in  any  one  year. 

(B)  The  membership  of  the  Commission  shall 
include  individuals  with  national  recognition  for 
their  expertise  in  health  economics,  hospital  reim- 
bursement, hospital  financial  management,  and 
other  related  fields,  who  provide  a  mix  of  different 
professionals,  broad  geographic  representation,  and 
a  balance  between  urban  and  rural  representatives, 
including  physicians  and  registered  professional 
nurses,  employers,  third  party  payors,  individuals 
skilled  in  the  conduct  and  interpretation  of  bio- 
medical, health  services,  and  health  economics 
research,  and  individuals  having  expertise  in  the 
research  and  development  of  technological  and 
scientific  advances  in  health  care. 

(C)  Subject  to  such  review  as  the  Office 
deems  necessary  to  assure  the  efficient  administra- 
tion of  the  Commission,  the  Commission  may: 

(i)  employ  and  fix  the  compensation  of  an 
Executive  Director  (subject  to  the  approval  of 
the  Director  of  the  Office)  and  such  other  per- 
sonnel (not  to  exceed  25)  as  may  be  necessary  to 
carry  out  its  duties  (without  regard  to  the  provis- 
ions of  title  5,  United  States  Code,  governing 
appointments  in  the  competitive  service); 

(ii)  seek  such  assistance  and  support  as 
may  be  required  in  the  performance  of  its  duties 
from  appropriate  Federal  departments  and  agen- 
cies; 

(iii)  enter  into  contracts  or  make  other  ar- 
rangements, as  may  be  necessary  for  the  conduct 


of  the  work  of  the  Commission  (without  regard 
to  section  3709  of  the  Revised  Statutes  (41 
U.S.C.  5)); 

(iv)  make  advance,  progress,  and  other  pay- 
ments which  relate  to  the  work  of  the  Commis- 
sion; 

(v)  provide  transportation  and  subsistence 
for  persons  serving  without  compensation;  and 

(vi)  prescribe  such  rules  and  regulations  as 
it  deems  necessary  with  respect  to  the  internal 
organization  and  operation  of  the  Commission. 

Section  10(a)(1)  of  the  Federal  Advisory  Com- 
mittee Act  shall  not  apply  to  any  portion  of  a 
Commission  meeting  if  the  Commission,  by  ma- 
jority vote,  determines  that  such  portion  of  such 
meeting  should  be  closed. 

(D)  While  serving  on  the  business  of  the  Com- 
mission (including  travel-time),  a  member  of  the 
Commission  shall  be  entitled  to  compensation  at 
the  per  diem  equivalent  of  the  rate  provided  for 
level  IV  of  the  Executive  Schedule  under  section 
5315  of  title  5,  United  States  Code;  and  while  so 
serving  away  from  home  and  his  regular  place  of 
business,  a  member  may  be  allowed  travel  ex- 
penses, as  authorized  by  the  Chairman  of  the 
Commission.  Physicians  serving  as  personnel  of 
the  Commission  may  be  provided  a  physician  com- 
parability allowance  by  the  Commission  in  the 
same  manner  as  Government  physicians  may  be 
provided  such  an  allowance  by  an  agency  under 
section  5948  of  title  5,  United  States  Code,  and  for 
such  purpose  subsection  (i)  of  such  section  shall 
apply  to  the  Commission  in  the  same  manner  as  it 
applies  to  the  Tennessee  Valley  Authority. 

(E)  In  order  to  identify  medically  appropriate 
patterns  of  health  resources  use  in  accordance  with 
paragraph  (2),  the  Commission  shall  collect  and 
assess  information  on  medical  and  surgical  proce- 
dures and  services,  including  information  on  re- 
gional variations  of  medical  practice  and  lengths  of 
hospitalization  and  on  other  patient-care  data,  giv- 
ing special  attention  to  treatment  patterns  for  con- 
ditions which  appear  to  involve  excessively  costly 
or  inappropriate  services  not  adding  to  the  quality 
of  care  provided.  In  order  to  assess  the  safety, 
efficacy,  and  cost-effectiveness  of  new  and  existing 
medical  and  surgical  procedures,  the  Commission 
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shall,  in  coordination  to  the  extent  possible  with 
the  Secretary,  collect  and  assess  factual  informa- 
tion, giving  special  attention  to  the  needs  of  updat- 
ing existing  diagnosis-related  groups,  establishing 
new  diagnosis-related  groups,  and  making  recom- 
mendations on  relative  weighting  factors  for  such 
groups  to  reflect  appropriate  differences  in  re- 
source consumption  in  delivering  safe,  efficacious, 
and  cost-effective  care.  In  collecting  and  assessing 
information,  the  Commission  shall: 

(i)  utilize  existing  information,  both  pub- 
lished and  unpublished,  where  possible,  col- 
lected and  assessed  either  by  its  own  staff  or 
under  other  arrangements  made  in  accordance 
with  this  paragraph; 

(ii)  carry  out,  award  grants  or  contracts  for, 
original  research  and  experimentation,  including 
clinical  research,  where  existing  information  is 
inadequate  for  the  development  of  useful  and 
valid  guidelines  by  the  Commission;  and 

(iii)  adopt  procedures  allowing  any  inter- 
ested party  to  submit  information  with  respect  to 
medical  and  surgical  procedures  and  services 
(including  new  practices,  such  as  the  use  of  new 
technologies  and  treatment  modalities),  which 
information  the  Commission  shall  consider  in 
making  reports  and  recommendations  to  the  Sec- 
retary and  Congress. 

(F)  The  Commission  shall  have  access  to  such 
relevant  information  and  data  as  may  be  available 
from  appropriate  Federal  agencies  and  shall  assure 
that  its  activities,  especially  the  conduct  of  original 
research  and  medical  studies,  are  coordinated  with 
the  activities  of  Federal  agencies. 

(G)  (i)  The  Office  shall  report  annually  to  the 
Congress  on  the  functioning  and  progress  of  the 
Commission  and  on  the  status  of  the  assessment  of 
medical  procedures  and  services  by  the  Commis- 
sion. 

(ii)  The  Office  shall  have  unrestricted  access 
to  all  deliberations,  records,  and  data  of  the  Com- 
mission, immediately  upon  its  request. 

(iii)  In  order  to  carry  out  its  duties  under  this 
paragraph,  the  Office  is  authorized  to  expend  rea- 
sonable and  necessary  funds  as  mutually  agreed 
upon  by  the  Office  and  the  Commission.  The 


Office  shall  be  reimbursed  for  such  funds  by  the 
Commission  from  the  appropriations  made  with 
respect  to  the  Commission. 

(H)  The  Commission  shall  be  subject  to  peri- 
odic audit  by  the  General  Accounting  Office. 

(I)  (i)  There  are  authorized  to  be  appropriated 
such  sums  as  may  be  necessary  to  carry  out  the 
provision  of  this  paragraph. 

(ii)  Eighty-five  percent  of  such  appropriation 
shall  be  payable  from  the  Federal  Hospital  Insur- 
ance Trust  Fund,  and  15  percent  of  such  appropria- 
tion shall  be  payable  from  the  Federal  Supplemen- 
tary Medical  Insurance  Trust  Fund. 

(J)  The  Commission  shall  submit  requests  for 
appropriations  in  the  same  manner  as  the  Office 
submits  requests  for  appropriations,  but  amounts 
appropriated  for  the  Commission  shall  be  separate 
from  amounts  appropriated  for  the  Office. 

Section  1862(a)  of  the  Social  Security  Act 

(a)  Notwithstanding  any  other  provision  of  this 
title,  no  payment  may  be  made  under  part  A  or 
part  B  for  any  expenses  incurred  for  items  or 
services: 

(1)(A)  which,  except  for  items  and  services 
described  in  subparagraph  (B),  (C),  or  (D),  are 
not  reasonable  and  necessary  for  the  diagnosis 
or  treatment  of  illness  or  injury  or  to  improve 
the  functioning  of  a  malformed  body  member, 

(B)  in  the  case  of  items  and  services  de- 
scribed in  section  1 86 1  (s)(  10),  which  are  not 
reasonable  and  necessary  for  the  prevention  of 
illness, 

(C)  in  the  case  of  hospice  care,  which  are 
not  reasonable  and  necessary  for  the  palliation 
or  management  of  terminal  illness, 

(D)  in  the  case  of  clinical  care  items  and 
services  provided  with  the  concurrence  of  the 
Secretary  and  with  respect  to  research  and  ex- 
perimentation conducted  by,  or  under  contract 
with,  the  Prospective  Payment  Assessment  Com- 
mission or  the  Secretary,  which  are  not  reason- 
able and  necessary  to  carry  out  the  purposes  of 
section  1886(e)(6),.  .  . 
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Section  1135(d)  of  the  Social  Security  Act 

(1)  The  Secretary  shall  develop  a  fully  prospec- 
tive payment  system  for  ambulatory  surgical  proce- 
dures performed  on  patients  in  hospitals  on  an 
outpatient  basis. 

(2)  The  system  shall,  to  the  extent  practicable, 
provide  for  an  inclusive  payment  rate  for  ambula- 
tory surgical  procedures,  performed  on  patients  in 
hospitals  on  an  outpatient  basis,  which  rate  encom- 
passes payment  for  facility  services  and  all  medical 
and  other  health  services,  other  than  physicians' 
services,  commonly  furnished  in  connection  with 
such  procedures. 

(3)  The  system  shall  provide  for  appropriate 
payment  rates  with  respect  to  such  procedures.  In 
establishing  such  rates,  the  Secretary  shall  con- 
sider whether  a  differential  payment  rate  is  appro- 
priate for  specialty  hospitals. 

(4)  Such  rates  shall  take  into  account  at  least  the 
following  considerations: 

(A)  The  costs  of  hospitals  providing  ambula- 
tory surgical  procedures. 

(B)  The  costs  under  this  title  for  payment  for 
such  procedures  performed  in  ambulatory  surgi- 
cal centers. 

(C)  The  extent  to  which  any  differences  in 
such  costs  are  justifiable. 

(5)  The  Secretary  shall  report  to  Congress- 

(A)  an  interim  report  on  the  development  of 
the  system  by  April  1,  1988,  and 

(B)  a  final  report  on  such  system  by  April  1, 
1989. 

The  report  under  subparagraph  (B)  shall  include 
recommendations  concerning  the  implementation 
of  the  payment  system  for  ambulatory  surgical 
procedures  performed  on  or  after  October  1,  1989. 

(6)  (A)  The  Secretary  shall  develop  a  model  sys- 
tem for  the  payment  for  outpatient  hospital  services 
other  than  ambulatory  surgery. 


(B)  The  Secretary  shall  submit  a  report  to 
Congress  on  the  model  payment  system  under 
subparagraph  (A)  by  January  1,  1991. 

(7)  The  Secretary  shall  solicit  the  views  of  the 
Prospective  Payment  Assessment  Commission  in 
developing  the  systems  under  paragraphs  (1)  and 
(6),  and  shall  include  in  the  Secretary's  reports 
under  this  subsection  any  views  the  Commission 
may  submit  with  respect  to  such  systems. 

H.R.  Rep.  No.  911,  98th  Cong.,  2d  Sess. 
140  (1984) 

(Report  of  the  Committee  on  Appropriations, 
Pub.  L.  98-619) 

The  Committee  believes  that  the  role  of  the 
Commission  is  that  of  a  highly  knowledgeable 
independent  panel  to  advise  the  executive  and 
legislative  branches  on  the  Medicare  reimburse- 
ment system.  While  this  advice  includes  rate  set- 
ting and  technology  assessment,  the  Committee 
believes  that  the  primary  role  of  the  Commission 
lies  in  a  broader  evaluation  of  the  impact  of  Public 
Law  98-21  on  the  American  health  care  system. 
The  Committee  therefore  directs  that  the  Commis- 
sion submit  an  annual  report  to  the  Congress 
which  expresses  its  view  on  these  issues. 

Section  9114  of  the  Consolidated  Omnibus 
Budget  Reconciliation  Act  of  1985,  Pub.  L. 
99-272 

(a)  Disclosure  of  Information-The  Secretary 
of  Health  and  Human  Services  shall  make  available 
to  the  Prospective  Payment  Assessment  Commis- 
sion, the  Congressional  Budget  Office,  the  Comp- 
troller General,  and  the  Congressional  Research 
Service  the  most  current  information  on  the  pay- 
ments being  made  under  section  1886  of  the  Social 
Security  Act  to  individual  hospitals.  Such  informa- 
tion shall  be  made  available  in  a  manner  that 
permits  examination  of  the  impact  of  such  section 
on  hospitals. 

(b)  Confidentiality-Information  disclosed  under 
subsection  (a)  shall  be  treated  as  confidential  and 
shall  not  be  subject  to  further  disclosure  in  a 
manner  that  permits  the  identification  of  individual 
hospitals. 
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H.  R.  Rep.  99-289,  99th  Congress,  1st  Sess. 
156  (1985) 

(Report  of  the  Committee  on  Appropriations, 
Pub.  L.  99-591) 

The  Commission  is  assigned  a  broad  range  of 
duties  under  the  law,  including  advice  on  the 
annual  update  of  the  DRG  payment  levels,  advice 
on  restructuring  individual  DRG's  based  on  new 
procedures  or  technologies  and  general  advice  on 
the  impact  of  the  new  reimbursement  system  on 
the  cost,  quality  and  effectiveness  of  the  Medicare 
system  in  particular  and  the  American  health  care 
system  in  general.  .  .  .  The  Committee  expects  the 
Commission  to  more  formally  organize  its  research 
program  and  to  include  in  its  FY  1988  budget 
request  a  formal  research  plan  which  reviews  FY 
1985  and  1986  work  and  lays  out  an  agenda  for  FY 
1987  and  1988.  .  .  .  The  Committee  encourages 
the  Commission  to  implement  procedures  to  assure 
a  broad  range  of  viewpoints  and  information. 

Section  4009(h)(2)  of  Pub.  L.  100-203, 
Omnibus  Budget  Reconciliation  Act  of  1987 

The  Prospective  Payment  Assessment  Commis- 
sion shall  evaluate  the  desirability  of  maintaining 
separate  DRG  prospective  payment  rates  for  hospi- 
tals located  in  large  urban  areas  (as  defined  in 
section  1886(d)(2)(D)  of  the  Social  Security  Act) 
and  in  other  urban  areas,  and  shall  report  to 
Congress  on  such  evaluation  not  later  than  January 

I,  1989. 

Section  4009(h)(3)  of  Pub.  L.  100-203, 
Omnibus  Budget  Reconciliation  Act  of  1987 

The  Prospective  Payment  Assessment  Commis- 
sion shall  perform  an  analysis  to  determine  the 
feasibility  and  appropriateness  of  adjusting  the 
non- wage-related  portion  of  the  adjusted  standard- 
ized amounts  under  section  1886(d)(3)  of  the 


Social  Security  Act  based  on  area  differences  in 
hospitals'  costs  (other  than  wage-related  costs)  and 
input  prices.  The  Commission  shall  report  to  the 
Congress  on  such  analysis  by  not  later  than  Octo- 
ber 1,  1989. 

Section  203(c)  (2)  of  Pub.  L.  100-360 
Medicare  Catastrophic  Coverage  Act  of  1989 

The  Prospective  Payment  Assessment  Commis- 
sion shall  conduct  a  study,  and  make  recommenda- 
tions not  later  than  March  1,  1991,  under  section 
1886(d)  of  the  Social  Security  Act  for  inpatient 
hospital  services  to  account  for  reduced  costs  to 
hospitals  resulting  from  the  amendments  made  by 
this  section  [coverage  of  home  intravenous  drug 
therapy  services]. 

Section  429(a)  of  Pub.  L.  100-360 
Medicare  Catastrophic  Coverage  Act  of  1989 

The  Secretary  of  Health  and  Human  Services 
shall  provide  for  up  to  5  demonstration  projects, 
for  up  to  3  years  each,  to  review  the  appropriate- 
ness of  classifying  chronic  ventilator-dependent 
units  in  hospitals  as  rehabilitation  units.  Such  pro- 
jects shall  be  conducted  in  consultation  with  the 
Prospective  Payment  Assessment  Commission. 

Section  8403(c)  of  Pub.  L.  100-647 
Technical  and  Miscellaneous  Revenue  Act  of 
1988 

The  Prospective  Payment  Assessment  Commis- 
sion shall  study  and  make  a  report  to  Congress 
within  9  months  after  the  date  of  enactment  of  this 
Act  on  the  appropriate  payments  for  hospitals  af- 
fected by  subparagraphs  (B)  and  (C)  of  Section 
1886(d)  (8)  of  the  Social  Security  Act  (as  amended 
by  subsection  (a)  of  this  section)  and  the  appropri- 
ate treatment  of  the  wage  and  wage-related  costs  of 
such  hospitals  in  commuting  area  wage  indices. 
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